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FEDERAL GRANTS-IN-AID 


PAUL STUDENSKI * 
Assisted by E. J. BAIKIE * * 


DEVELOPMENT, SCOPE, AND PURPOSE 


OF GRANTS 


EDERAL grants to states have been 

growing rapidly over the past 
several decades. They constitute to- 
day an important source of revenue to 
state and local governments and a sub- 
stantial item of outlay in the Federal 
budget. They help the states and local 
governments to maintain more ade- 
quate public services and facilitate the 
coordination of those services with 
national objectives and standards. But 
they also have certain basic weaknesses 
which have resulted largely from their 
haphazard growth. They have de- 
veloped in a piecemeal fashion, under 
the stress of varying conditions, and 
under the influence of different ideas. 
They contain many inconsistencies and 
uneconomic features and give rise to 


*The author is professor of economics at New 
York University and fiscal consultant, Division of 
the Budget, State of New York. 


** The assistant in the preparation of this article 
is senior research analyst, Division of the Budget, 
State of New York. 
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many political, administrative, and 


fiscal problems. 

On the one hand, the Federal grants 
bind the Federal Government and the 
states in a new type of relationship, 
never dreamed of by the founders of 
our constitutional system. The essence 
of this new relationship is intergovern- 
mental cooperation—a concept which 
gives new meaning and strength to 
federalism and increases its adaptibility 
to new conditions. On the other hand, 
the grants also introduce dictation by 
the Federal Government to the states— 
a condition heretofore absent from their 
relationship but now threatening the 
spirit of federalism and distorting it 
into a semicentralism. These weak- 
nesses in the Federal grant system must 
be corrected and the whole system 
thoroughly overhauled, if serious dam- 
age to the fabric of our government is 
to be avoided and maximum benefit 
from the grant system realized. 


Several recent developments have 
brought to the fore the issue of the 
proper role of the Federal grants as well 
as the best mode of their administration 
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and apportionment. These develop- 
ments include plans both for large-scale 
expansion of aids and for their reorgani- 
zation. Proposals are now pending be- 
fore the 81st Congress, or are under 
consideration, for the extension of 
grants on a huge scale in support of 
elementary, secondary, and even higher 
education, as well as for housing, medi- 
cal and health services, and social wel- 
fare. Although passage of most of 
them at this session of Congress is 
doubtful, it is likely that eventually 
many of them, in one form or another, 
will become law. Some of these pro- 
posals contemplate broad variations in 
the amounts of the grants in accordance 
with differences in the fiscal capacities 
of the states to enable even the poorest 
states to maintain minimum standards 
of public services without strain on 
their resources. 

Recognizing the crucial nature of 
the problem, the Hoover Commission 
on the Organization of the Executive 
Branch of the Government made a 
significant report in March, 1949, on 
Federal-state relations and made general 
recommendations for comprehensive 
study and revision of the Federal 
grants-in-aid programs. Also pending 
in Congress is a bill (Senate $10, 81st 
Congress) to establish a special com- 
mission, representative of the Executive 
and Legislative branches of the Federal 
Government and of the state and local 
governments, to inquire into the entire 
subject of grants-in-aid and related 
questions. 


All these developments indicate fer- 
ment in this field of intergovernmental 
fiscal relations and serve to emphasize 
the importance of a more general under- 
standing of the development and pur- 


[ Vou, I 


poses of Federal grants and of their 
benefits and shortcomings.’ 


History and Present Status 


The Federal grants had their begin- 
ning about the time of the founding of 
the nation. They first took the form 
of land grants and, except for the dis- 
tribution of the Federal surplus in the 
1830’s, continued in that form for al- 
most a hundred years. The first annual 
money grant was made in 1879, for the 
education of the blind. Other grant 
programs followed. After 1911 Fed- 
eral grants grew steadily in importance, 
but it was only with the large de- 
pression outlays of the 1930’s that their 
full fiscal significance came to be 


1 The most important comprehensive studies of 
the subject, in chronological order, are: Austin F, 
MacDonald, Federal Aid (New York: Thomas Y. 
Crowell & Co., 1928); V. O. Key, Administration 
of Federal Grants to States (Chicago: Committee en 
Public Administration of the Social Science Research 
Council, 1937); Henry J. Bittermann, State and 
Federal Grants-in-Aid (Chicago: Mentzer, Bush & 
Co., 1938); Treasury Committee on Intergovern- 
mental Fiscal Relations, Federal, State and Local 
Government Fiscal Relations (78th Cong., Ist sess, 
Sen. Doc. No. 69, 1943); James A. Maxwell, The 
Fiscal Impact of Federalism (Cambridge, Mass.: 
Harvard University Press, 1946); Byron L. Johnson, 
The Principle of Equalization Applied to the Allo 
cation of Grants-in-Aid (U.S. Social Security Board, 
Bureau of Research and Statistics, Memo. No. 66, 
1947); Federal-State Relations, Report of the Coun- 
cil of State Governments prepared for the Commission 
on Organization of the Executive Branch of the 
Government (81st Cong., Ist sess., Sen. Doc. No. 
81); Federal Grants-in-Aid, Report of the Commit- 
tee on Grants-in-Aid, Council of State Governments, 
1949; House and Senate Committee on Expenditures 
in the Executive Departments, Hearings on a Bill to 
Establish a National Commission on Intergovern- 
mental Relations, 81st Cong., Ist sess., May 9-13, 
1949. Statistical collations on the grants are pre- 
sented in the Report of the Joint Committee on 
Reduction of Non-Essential Federal Expenditures, 
Federal Subsidies and Federal Grants-in-Aid (80th 
Cong., Ist sess., Sen. Doc. No. 13, February, 1947); 
Council of State Governments, Legislative Bulletin 
No. 67, September 27, 1948; and annually in the 
President’s Budget Message. 
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realized. From the beginning, each 
grant was designed for the support of a 
particular state and local activity, car- 
ried with it a separate annual appropri- 
ation, and was based on an individually 
designed method of apportionment. In 
this way over the years some forty or 
more separate programs have been es- 
tablished. 

At first, the grants were apportioned 
among the states in equal amounts. 
Gradually their amounts were varied in 
accordance with the need for the par- 
ticular services, and they generally car- 
ried requirements for state matching 
and other conditions. Finally, in re- 
cent years beginnings have been made 
toward varying the grants in accord- 
ance with differences in state fiscal 
capacities and tax efforts. The most 
prevalent single factor in the basis of 
apportionment is population, which is 
used in various combinations with other 
bases. This is natural, since the need 
for state and local services is obviously 
related to the size of the state or local 
population. 

The aggregate annual disbursements 
for the grants grew slowly from 
$10,000 in 1879 to $2.8 million in 
1900 and $8 million in 1914. But then, 
particularly after the first World War, 
under the stimulus of the demand for 
more public services and the rise of 
Federal powers, they began to expand 
more rapidly, reaching $100 million a 
year by 1930. During the depression 
they skyrocketed to $2.2 billion in 1935, 
but, with the falling off of the emer- 
gency relief and public works expend- 
itures, they receded somewhat to a 
range of $600 to $750 million a year in 
the period 1940-1946.? Today, they 


2 These figures are exclusive of the Federal pay- 
ments for the support of the national guard, District 
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are again on a steep upgrade. In 1947- 
1948 they rose to $1.6 billion; in 1948- 
1949 they were moving toward $2 
billion; in 1949-1950, if the proposed 
$300 million grant for public education 
is enacted, they will total $2.5 billion 
(see accompanying table). 

It is impossible to tell how much 
further the Federal grants will increase 
in the years immediately ahead. Pro- 
posals are now under consideration 
which, if adopted, would increase the 
grants by another $2 billion or more 
annually, thus bringing their total to 
$4 or $5 billion a year. The President’s 
Commission on Higher Education has 
recommended the establishment of 
Federal grants to state and local colleges 
of almost $1 billion a year.2 The Presi- 
dent’s omnibus health bill, apart from 
its compulsory health insurance plan, 
would increase the present grants to 
states for public health and hospitals by 
an indeterminate amount. The oppo- 
sition Taft-Smith health bill, which 
would provide grants of $500 million, 
would in some respects go even further 
than the Administration’s program, for 
it would subsidize, through a state 
agency, the furnishing of hospital, 
medical, and dental services to persons 
unable to pay the full cost. In addition 
the Administration’s housing bill would 
offer subsidies for public housing ex- 
pected to aggregate eventually several 





of Columbia, and, during the 1930’s, W.P.A. ex- 
penditures which are not, strictly speaking, grants- 
in-aid, although in some compilations, such as those 
in the Federal budget, they are listed as such. The 
figures are taken from Johnson, op. cit., p. 8, and 
were derived from the annual reports of the Secre- 
tary of the Treasury. 

3 President’s Commission on Higher Education, 
Higher Education for American Democracy (Wash- 
ington, D.C. 1947), vol. 5, pp. 9-48, 59-63. The 
recommendations cover operating and capital costs. 
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FepreraL Ar To State AND LocaL GOVERNMENTS 


(Amounts in millions of dollars) 








Agency Administering 1947-48 1948-49 1949-59 











Item (Esti- (Esti- 
Grants (Actual) ae mail 
Grants-in-aid 
Veterans services and benefits ® Veterans Administration and ' 

Federal Works Agency .. 85.0 29.5 136 

Social welfare, health, and security ..... cece eee cere eens 891.8 1,155.8 1,359.0 
Vocational rehabilitation Federal Security Agency ... 218 18.6 205 
Public assistance » ” 3 - ass fae 975.3> 1,128.0» 
Child and maternal welfare ¢ 2d “4 * re 23.5 24.9 23.1 
Public health controls 4 " ia _ oO 38.6 55.0 1107 
School lunch Dept. of Agriculture ...... 68.3 748 748 
Other ¢ Federal Works Agency .... 76 72 19 


Housing and community facilitiesf Housing ands Home Finance 
Agency and Federal Works 























pS ESR pea er eee as 53.9 25.5 133 

Education and general research sein... cece ccc ccc cccccencces 37.1 36.7 3233 

Vocational education Federal Security Agency ... 26.5 27.1 272 

Agricultural colleges _ ~ z bes 5.0 5.0 5.0 
Proposed elementary and sec- 

ondary school aid ~ " . co adwemlet es Roan 290.0 
Other & Federal Security Agency and 

Federal Works Agency .. 56 46 11 
Agricultural and agricultural re- 

RR ef ee ala Sal Me MOMMIES Se ANN of ay Serge 64.1 61.9 629 
Extension Dept. of Agriculture ....... 26.4 314 306 
Experiment stations rhe Tl ees Oey vA 74 74 
Marketing research gs Rt _ Ng gee oe 2.4 3.1 49 
Commodity purchases » ct oe i eae 28.2 20.0 20.0 

Other natural resources i Depts. of Agriculture and 
NS BEES Pets eae 11.5 208 184 
Transportation and communication... ... eee ee eee ee ee ee ees 333.6 470.1 517.7 
State marine schools U. 8. Maritime Commission 3 3 3 
Roads Federal Works Agency . 3273 4378 470.1 
Airports Dept. of Commerce ....... 6.0 32.0 473 
Labor: Unemployment compensa- 
tion adm’n. and public em- 
ployment offices Federal Security Agency and 
eS RRIF 133.1 129.5 138.05 
District of Columbia (Federal contribution) .................06. 12.0 12.0 120 
hi. as dian a eihiwewhw de kus 8p sicweee caeas 6s 1,622.1 1,941.8 2,458.2 
Ne i iu ch ken aeeibeeiee kaveken is 16.0 21.3 218 
Grand total, grants-in-aid and shared revenues ............... 1,638.1 1,963.1 2,480.0 
en ia I a nn on ow wikis ah GUANO owl o ac 445.0 515.7 5878 : 
RR RR BAIS aie aaa Sil SENT AIR Me tegee iin SOREL at eRe Rg 1,193.0 1,447.4 1.8922 








Source: Compiled from U. S. Budget, 1949-50, pp. 1369-73. 

® Covers Federal aid to state homes, for state supervision of on-the-job training, for state 
administration of unemployment benefits, all under jurisdiction of Veterans Administration; and 
for veterans’ educational facilities under Federal Works Agency. 

> Covers mainly aid to aged, the blind, and dependent children. Includes $151 million i 
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hundred million dollars a year.** Even 
if only a portion of these proposals is 
adopted, the new grants together with 
the natural expansion of existing ones, 
may readily raise total Federal grants 
within the next few years to between 
$3 billion and $4 billion a year, thus 
making them the third or fourth largest 
single item of Federal outlay, topped 
only by national defense, interest on 
debt, the E.R.P., and possibly veterans’ 
benefits. 

The significance of Federal grants in 
state and local finance has likewise in- 
creased. Whereas in 1930, Federal 
grants supplied only a little over 1 per 
cent of state and local revenues, in 1940 
they supplied 5 per cent and in 1948- 
1949, close to 15 per cent. In a few 
years, if the present trends prevail, they 
may supply 20 to 25 per cent of those 
revenues. 

The existing forty-odd grant pro- 
grams, with their different methods of 
apportionment and specially earmarked 
continuing appropriations, form an ex- 


84Since the writing of this article, this bill has 
become law as the National Housing Act. 
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ceedingly complicated administrative 
structure. Their principal groupings, 
agencies administering them, and cur- 
rent annual costs are shown in the ac- 
companying table. 

Federal grants support the so-called 
“secondary ” or developmental func- 
tions of government, i.e., social services, 
such as welfare, health, and education; 
and economic services, such as trans- 
portation (highways and airports), 
agricultural experimentation (which is 
also closely allied with education), ad- 
ministration of unemployment in- 
surance and employment offices, and 
conservation and development of 
natural resources. None is used to sup- 
port the “primary” functions em- 
bracing protection of life and property, 
administration of justice, and general 
government. The primary functions 


4 Key makes the distinction rather between “ ser- 
vice” and “regulatory” functions, saying, “ The 
grant has been used principally for functions of a 
service character rather than for regulatory activi- 
ties,” and further, “It is significant, however, that 
the grant has not been used in an attempt to achieve 
any important national policy involving the regu- 
lation of private conduct” (op. cit., p. 381). 


1948-49 anticipated supplement and $65 million in 1949-50 proposed extension. 
©Covers child welfare services, maternal and child health services, services for crippled chil- 


n, emergency maternity and infant care. 


4Covers control of V.D. and T.B., of disease and sanitation in Alaska, grants for hospital 
construction and surveys, for mental health, heart, cancer, and water pollution. Increases due 


mainly to hospital construction. 


¢ Covers liquidation of P.W.A. and grants for water pollution control plans. 
. ,* Covers annual contribution to low-rent housing and veterans’ re-use housing, both under 
jurisdiction of Housing and Home Finance Agency; and aid for defense public works community 
lities and public works advance planning under Federal Works Agency. Decrease due mainly 


drop in veterans’ re-use housing. 


® Covers education of blind and maintenance and operation of schools. 
h Agricultural commodities are purchased from farmers and distributed to state or local insti- 


tutions or other agencies as a grant-in-kind. 


1 Covers forest fire, farm, and other private forestry cooperation under Department of Agri- 
culture, and aid for wild life restoration under Interior Department. 


JIncludes $3 million for proposed industrial safety program. 
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of the state and local governments can 
be, and, as a rule, are adequately taken 
care of even by the poorest states. No 
pressure for the provision of grants in 
that field has developed so far, nor does 
it seem likely to develop in the near 
future. Proposals for extension of 
Federal grants in the years immediately 
ahead, are likely to continue to be con- 
centrated in the fields of social and 
economic developmental services. 

Among the several existing programs, 
as shown in the table, the costliest is for 
the assistance to the aged, the blind, 
and dependent children. It involves al- 
ready an annual outlay of approxi- 
mately $1 billion. The grants for roads 
are next in size, with a present annual 
outlay of nearly $400 million. On the 
other hand, there are also many grant 
programs carrying appropriations of 
only $1 million or less each, such as cer- 
tain special programs in agricultural ex- 
tension work, maternal and child wel- 
fare, public health control, and the pro- 
gram of wild life restoration. 


Purposes of Federal Grants-in-Aid 


Federal grants were introduced gen- 
erally because of the realization that 
certain given public needs of state and 
local concern had important national 
implications and that these needs were 
being provided for inadequately or not 
at all by the states and their local gov- 
ernments.° Federal officials and the 
Congress understood that in many in- 
stances this neglect was due not to lack 
of interest but to the inability of the 


5 Key stresses this point, “In the United States 
the grant-in-aid has, in the main, been a mechanism 
to effectuate a national policy, or to promote the 
performance of a service on a nationwide scale” 
(op. cit., pp. 1-5). Bittermann says, “In the main, 
it is clear that the centralization of taxing power 
has been the most important influence affecting the 
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state and local governments to raise the 
necessary funds. Accordingly, the idea 
developed of making some of the vast 
financial and land resources of the 
Federal Government available to the 
states and localities in the form of 
specific grants and of thus inducing 
them to organize the needed services 
and maintain them on an adequate scale, 

Four distinct purposes are discernible 
in the existing or proposed grants. His. 
torically, they are: 


1. Stimulation of state activities of con- 
cern to the nation as a whole and of 
state financial provision for them. 

2. Establishment of cooperative Federal. 
state support and administration of ser- 
vices vested with a joint Federal-state 
interest. 

3. Equalization of state resources for the 
maintenance of minimum standards of 
certain services in all states. 

4. Supplementation of state revenue gener- 
ally. 

There is some overlapping or com- 
bination of purposes in the grants, but 
a peculiar organization and apportion- 
ment of the grants for each of these 
four different purposes can be distin- 
guished. Only the first two purposes 
so far have been more or less fully 
realized in the United States. The third 
is beginning to be given recognition 
only now, while the fourth is still 
largely in the realm of theoretical dis- 
cussion. 

Stimulation is achieved in three ways. 
The grants are earmarked for the par- 
ticular activities and are provided from 








recent development of the subvention system 
Other factors are present, such as the intention of 
extending central administrative authority over ctf 
tain activities whose social importance extends be 
yond the interests of local communities, or the it 
ducement of local authorities to undertake ne” 
services” (op. cit., p. 20). 





_ ne ae oe a ee ee 


— © so tee 


fr fee =o 42 se 2®@ OO @ 





- 


idea 


som- 
but 
rion- 
these 
stin- 


fully 
third 
ition 

still 


-dis- 


ways. 
pat- 
from 


ion of 
er cer 
ds be 
the in- 
e new 





No. 3] 


a separately established appropriation in 
each case, the annual amount of which 
js either fixed permanently or varied 
according to annual requirements. The 
grants are also apportioned among the 
states in accordance with some measure 
of presumed need for the particular 
activity, such as the size of their popu- 
lation or particular groups to be served, 
their area, road mileage, or other such 
pertinent factors. Finally, state finan- 
cial support for the activity is stimu- 
lated by requiring the state to match 
the grant dollar-for-dollar or in some 
other proportion. Stimulation seems to 
have formed orginally the primary pur- 
pose of the grants for vocational edu- 
cation, agricultural experiment stations, 
highways, and airports. 

Cooperative Federal-state-local sup- 
port and administration are achieved by 
Federal financial participation in the ex- 
pense of specified state-local services, by 
conditioning the grants on state and 
local compliance with certain minimum 
standards of service, and by requiring a 
certain degree of Federal supervision 
over the administration of the function 
and over the expenditure of funds. In 
most grants, this purpose of cooperative 
support and administration has been in- 
creasingly superseding the earlier ob- 
jective of stimulation of state and local 
activity. Basically, the objective here 
is to help the states and, through them, 
the localities to do a better job within 
specified fields of service, in the interests 
of their own people as well as of the 
Nation as a whole. This purpose has 
now taken the place of that of stimu- 
lation in the case of the grants for high- 
Ways and is now prominently repre- 
sented also in the grants for unemploy- 
ment insurance administration and pub- 
lic employment offices. 
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Equalization formulas introduce a 
variation into the foregoing methods of 
apportionment of the Federal grants. 
Equalization grants are graduated ac- 
cording to the fiscal capacities of the 
states so that the relatively poorer states 
can receive larger grants per unit of 
need than the richer states. Thus far, 
equalization has been based mainly on 
per capita income payments. Instead of 
matching, there may be merely a re- 
quirement that the states raise from 
their own state and local taxes for the 
support of the particular functions at 
least a certain minimum percentage of 
the income of their population. Equali- 
zation may also be achieved indirectly 
through the establishment of a mini- 
mum benefit of which the Federal 
Government pays the major share and 
an additional benefit of which it pays a 
smaller share.© The aim of equalization 
is to ensure the maintenance in each 
state of certain national minimum 
standards of service without undue 
strain on state tax resources. At the 
same time there is an attempt to ensure 
equal tax effort on the part of all states. 
So far, the objective of equalization is 
incorporated in the school lunch grants 
and is recognized to a limited extent in 
some of the public health programs and 
proposals for their extension. It is also 
found, in the indirect way mentioned 

6 An example of such indirect equalization is the 
grants for old age assistance which are fixed at three- 
fourths of the benefit up to $20 a month and one- 
half of the excess over $20 up to $50. A poor state 
which can only raise from its own sources a $5 
benefit is able, with the aid of the $15 Federal grant, 
to pay $20 benefits, thus receiving three Federal 
dollars for every dollar of its own. A rich state, 
paying $60 benefits on the average, receives a $30 
grant, or only one Federal dollar for each dollar 
of its own. However, the rich state receives a larger 
grant in the aggregate than the poor state which 


pays smaller benefits. Equalization is, therefore, 
only partial. 
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above, in the grants for old-age assist- 
ance, and aid to dependent children and 
the blind. However, it constitutes the 
prime purpose of the proposed grants 
for elementary and secondary edu- 
cation. 

Finally, supplementation of revenue 
—the fourth purpose of the grants— 
is concerned with the difficulties which 
all states, rich and poor alike, experience 
in raising revenue, either because of the 
obstacles of the interstate commerce 
clause or because of the ease with which 
business and residents can escape certain 
tax levies by migrating to states not im- 
posing them. The objective is to make 
available to the states for general pur- 
poses a share of the proceeds of Federal 
levies which the states themselves cannot 
successfully impose. This objective is 
embodied in the unconditional block 
grants which have not yet been used by 
our Federal Government. ‘The whole 
emphasis in the arguments for this type 
of grant is on the superior ability of the 
Federal Government to raise revenue. 
Such a grant is closely related to the 
system of shared taxes long advocated 
for adoption in the federal system. 

Stimulation was originally accepted 
by the general public and by the state 
and local officials concerned, as a legiti- 
mate and wholesome objective of the 
Federal grants. More recently, how- 
ever, the tide of public and official senti- 
ment in the states has turned against it. 
As the aided services have become 
firmly established in public apprecia- 
tion and in official practice in the states, 
the need for Federal stimulation has 
passed away. The emphasis has shifted 
to the objective of cooperative financing 
and administration of the services as 
well as the equalization of resources for 
their support. 
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Conservative groups, however, haye 
been loath to accept equalization as g 
legitimate objective in state grants to 
localities, and they are even less willing 
to approve of it in Federal grants. They 
regard it as socialistic in nature, in s9 
far as it involves redistribution of 
wealth from richer to the poorer 
regions. They fear that once admitted, 
equalization of resources may be carried 
to extreme and bring about a com. 
pletely equalized and symmetrically 
controlled economy." 


To these objections advocates of 
equalization reply that the fears are 
groundless; that equalization is sought 
only for the support of those social ser- 
vices, such as welfare, education, and 


health, which should be furnished to all 
citizens who need them or can make use 
of them; that this aim is essential if the 
spirit of humanity is to be observed in 
our society and equality of opportunity 
and a free economy are to be preserved, 
They also maintain that the range of 
variations in the amounts of the grants 
need not be permitted to go out of 
bounds.’ They emphasize that equali- 
zation is sought only at the minimum 


T See, for example, Thomas S. Holden, The Great 
Illusion—An Inexhaustible Public Purse (National 
Association of Manufacturers, April, 1948), pp. 8-10. 
Mr. Holden says that proposals for equalization 
grants represent a concept of “coercion upon the 
more prosperous states to support the institutions of 
other states, coercion upon the ‘ poorer states’ im 
meeting standards to be imposed upon them from 
outside.” He favors appropriate programs to de 
velop economic resources in poorer states in prefer 
ence to grants. He argues that standards and costs 
properly differ in various sections and that af 
attempt to maintain uniformity would sacrifice the 
advantages of state experimentation in a fed 
system. 


8 Maxwell endorses equalizing grants but points 
out necessary qualifications owing to the difficulty 
of measuring accurately the economic and fiscal 
capacities of the states (op. cit., pp. 394-95). For 
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levels of service and is in no way in- 
tended to interfere with the main- 
tenance of higher levels of service by the 
richer states.” 


Beneficial Aspects of the Grants 


Federal grants-in-aid unquestionably 
have been socially beneficial in their 
major respects. They would have never 
assumed their existing broad scope if 
they had not. They have stimulated a 
nation-wide development of state and 
local services of national importance on 
a substantial scale which otherwise 
would have been established only in a 
spotty manner, or at a much later date, 
or on a much less adequate basis. They 
have benefited thereby the people of the 
individual states and of the nation as 
a whole. They have brought about 
closer cooperation between Federal, 
state, and local officials in the adminis- 
tration of common functions and an 


interchange of ideas which have helped 


materially to improve the administra- 
tion of those services. Some of the 
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grants have enabled the poorer states to 
maintain certain minimum adequacy in 
their services in accordance with desir- 
able national standards, thus helping to 
equalize essential opportunities for the 
members of our national society. In 
this way they have strengthened the 
fabric of our government and contrib- 
uted to the preservation of its demo- 
cratic features. 

By bringing some of the superior 
fiscal ability of the Federal Government 
to the support of the social and eco- 
nomic services of the states, the grants- 
in-aid have facilitated the retention in 
the states of their traditional major 
shares of responsibility for the adminis- 
stration of these services. Wherever ap- 
plied properly, they have helped to keep 
the state and local governments fiscally 
and administratively vigorous, thus 
stemming to some extent the trend to- 
ward excessive centralization of gov- 
ernment. In countless ways, therefore, 
Federal grants-in-aid have performed 
useful service. 








a fuller discussion of these difficulties see Paul 
Studenski, Measurement of Variations in State 
Economic and Fiscal Capacities (U.S. Social Security 
Board, Bureau of Research and Statistics, Memo. No. 
§0, March, 1943). See also Senator Henry Cabot 
Lodge’s criticism of the Taft equalization formula 
for the Federal grants to public education and his 
own more moderate equalization substitute (Con- 
gressional Record, 81st Cong., 2nd sess., April 29, 
1949, pp. 5412-27). 


See for example, “Federal Grants-In-Aid, A 
Summary of the Background and Guideposts for 
Future Legislation,” State Government, November, 
1947, p. 298. 

A more sweeping concept of equalization was ex- 
pressed earlier by the Australian Commonwealth 
Grants Commission and embodied in the Australian 
law and practice as follows: “ Special grants from 
the Commonwealth government are justified when a 
state through financial stress from any cause is un- 
able efficiently to discharge its functions as a mem- 
ber of the federation and should be determined by 
the amount of help found necessary to make it 
Possible for the state by reasonable effort to function 


. applicable and unjust.” 


at a standard not appreciably below that of other 
states” (quoted in G. F. Shirras, Federal Finance 
in Peace and War [London: Macmillan & Co., Ltd., 
1944], p. 105 from Commonwealth Grants Com- 
mission, Third Report, chap. vi, p. 75). The Com- 
mission refused to recommend any automatic for- 
mula for the allocation of the equalizing grants, 
taking the position that no formula could be devised 
that would be capable of taking account of the rela- 
tive consequences to the economies of the states of 
changes in prices and wages, trade fluctuations, un- 
employment, population movements, droughts, floods 
and brush fires, and external influences affecting the 
national economy. “Our position,” said the Com- 
mission in 1939, “is that the relative financial 
position of the states fluctuate so considerably from 
year to year that any constitutional change or the 
use of a fixed formula may speedily become in- 
Accordingly, the amounts 
of the grants to each state are determined annually 
by the Commission on the basis of a variety of broad 
adjustments. For a critique of the Australian grant 
system see Gordon Greenwood, The Future of Aus- 
tralian Federalism (Melbourne University Press, 
1946), pp. 194-213. 
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All of these positive characteristics of 
the Federal grants have been recognized 
to a greater or lesser degree by thought- 
ful students of the subject. Mac- 
donald, Bittermann, Key, Maxwell, the 
special Treasury committee, and the 
committees of the Council of State 
Governments have all discussed them at 
some length.’° They have been recently 
reafirmed by the Hoover Commission 
in its report on Federal-state rela- 
tions. Thus, the Commission says on 
the “asset” side of the grant system 
that it is a “cooperative system ”; has 
provided “‘ needed standards of public 
services throughout the country in 
many fields,” which “many states 
would be unable to supply ”; has “ pro- 
vided for some redistribution of re- 
sources from states that have superior 
means to those that lack them”; has 
* developed a division of responsibilty ” 
and “in addition to decreasing inequali- 
ties of service—has raised the level of 
all aided services, without transferring 
functions entirely to the National 
government ”; has “stimulated states 
and localities to provide a number of 
public services deemed necessary and 
desirable in the national interest ”; and 
has “improved the administration of 
many state activities.” 

Clearly, the advantages of Federal 
grants-in-aid are compelling. The 
necessity and desirability of maintain- 
ing the grant system on a sound basis 
make it imperative that its shortcomings 
in the United States be recognized 
frankly and that concerted efforts be 
made to reorganize its operation and 


10 See footnote 1. 


11 Commission on Organization of the Executive 
Branch of the Government, Overseas Administration, 
Federal-State Relations, Federal Research, Report to 
Congress, March, 1949, p. 30. 
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guide its future development along 
satisfactory lines.” 


SHORTCOMINGS OF THE GRANTS 


With the growth of the grants, their 
shortcomings have become more ap- 
parent and are receiving increasing 
attention from students and officials of 
government. There is a growing feel- 
ing that, if left uncorrected, the short- 
comings may cancel the social gains re- 
sulting from the grants. Maxwell has 
detailed some of these weaknesses in his 
book.** More recently, the Hoover 
Commission has set them forth con- 
cisely and impressively.* These and 


12 The Director of the Budget of New York State, 
John E. Burton, generally representative of the 
states’ point of view, and a member of the Hoover 
Commission Task Force on Federal-State Relations, 
in spite of strong and specific criticism of the 
operation of Federal grants recognized the need for 
the continuance of the system in his testimony be 
fore a Congressional Committee, saying: ‘ People in 
the states recognize the Federal grants-in-aid are 
important. They cannot be abolished. They have 
supported a great variety of state and local activities 
They bring together the Federal and state govern 
ments into a coordinated system of government that 
we would not otherwise have”? (House and Senate 
Committee on Expenditures in the Executive Depart- 
ments, Subcommittees on Intergovernmental Relations, 
Hearings on a Bill to Establish a National Commis. 
sion on Intergovernmental Relations, 81st Cong, 
Ist sess., Senate 810, May 11, 1949, p. 84). Mr. 
Burton’s criticisms of the system are discussed later 
in this article. 


13 J. A. Maxwell, The Fiscal Impact of Federalism 
in the United States (Cambridge, Mass.: Harvard 
University Press, 1946). 


14 On the liability side, the Commission said: “ Grant 
programs are unrelated... uncoordinated and have 
developed in a haphazard manner without any one 
agency concerned with their overall impact .. . upoa 
the general operations of government”; they have 
* removed large areas of discretionary power from the 
hands of state officials and .. . transferred a measuf- 
able degree of policy making and ultimate responsi- 
bility and control for public services to the Nati 
Government”; they have “altered state service 
patterns”; together with war and depression they 
have caused the national system of taxation to ¢% 
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other critiques of Federal grants have 
stressed the following seven main short- 
comings: 


1. The Federal grants are excessively rigid 
and lack cohesion and consistency. 

2. They place too much reliance in their 
allocation on complicated formulas or 
on Federal administrative discretion. 

3. They overstimulate aided services 
through their matching requirements, 
thus wasting public funds. 

4. They resist state budgetary controls. 

§. They introduce Federal interference 
with state and local administration in 
matters which are of no national con- 
cern. 

6. They shift state and local fiscal responsi- 
bilities to the Federal Government. 

7. In some respects, they have adverse 
effects on the federal form of govern- 
ment. 


1. Excessive Rigidity and Lack of Co- 
hesion and Consistency 


Since the need for various grants de- 
veloped at different times, there was 
originally a justification for establishing 
each grant separately and providing a 
separate permanent appropriation and 
special method of apportionment among 
the states. But today such earmarking 
in many of these grants no longer serves 
a useful purpose. It results in ex- 
tremely cumbersome administration and 
often in overlapping of related pro- 
grams and undue harassments of state 





pand in a way “to utilize productive tax sources 
that could be used just as effectively by state or local 
governments,” and they “retard and repress the 
initiative of the states in financing the growing 
needs of state and local governments because such 
Sfants frequently result in rewarding those states 
Which avoid their responsibility and in penalizing 
those which accept it” (Commission on Organi- 
zation of the Executive Branch of the Govern- 
ment, Overseas Administration, Federal-State Re- 
lations and Federal Research, Report to Congress, 
May, 1949, p. 31). 


and local administrations. There are 
today ten separate grant programs in 
the field of health, more than a dozen 
in vocational education, several each in 
public assistance, in agricultural edu- 
cation, in agricultural experimental re- 
search, in highways, etc.—altogether 
some forty-odd -programs, each em- 
ploying different methods of appor- 
tionment of funds, each governed by a 
different set of statutes, each imposing 
different conditions on recipient gov- 
ernments, and each applied by different 
sets of administrative officials inter- 
preting their particular pertinent 
statutes in their own way. 

The allocation of the funds to the 
different programs, resulting from vari- 
ous separate enactments, frequently no 
longer accords with the needs of the 
times. Yet, there exists no annual over- 
all review of these allocations. Some 
programs could get along with smaller 
appropriations, yet their curtailment 
cannot be brought about without alter- 
ation of the statutes governing them, 
which is usually difficult because of the 
resistance of pressure groups particu- 
larly interested in the services. More- 
over, the services selected for the grants 
are sometimes no longer entitled to 
special consideration. For example, 
educators question whether the con- 
tinued preferred status of vocational as 
against general education is in the pub- 
lic interest. Similar doubts are ex- 
pressed by agricultural experts as to the 
soundness of the completely unrelated 
apportionment of Federal funds be- 
tween agricultural experiment stations 
and agricultural extension work which 
disregards peculiar conditions in the 
states.’° 


15 Maxwell, op. cit., pp. 75-76, 81-82, 110. 
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2. Reliance on Complicated Formulas 
or on Administrative Discretion 


Too much faith is being placed in 
the possibility of achieving equity 
through the automatic operation of a 
multiplicity of specially designed for- 
mulas. 

No matter how carefully the various 
factors to be used as guides are selected 
and no matter how carefully they may 
be weighted or proportioned in these 
formulas, a certain amount of ar- 
bitrariness inevitably results. The par- 
ticular formula may perhaps result in 
apportionments which meet the require- 
ments of equity at the time of its for- 
mulation, though even then the for- 
mula is bound to overlook special situ- 
ations and fail to serve the needs of 
some states. As the conditions in the 
various states change, the disparities be- 
tween the amounts of funds provided 
under these mechanical apportionments 
and requirements for aid are bound to 
‘grow more pronounced. The more 
specialized in nature are the grant pro- 
grams, the more likely is this disparity 
to develop. 

Of all the formulas yet devised, prob- 
ably the most elaborate and complicated 
is the one incorporated in the proposed 
bill for elementary and secondary edu- 
cation. It not only attempts to ap- 
portion the grants per child in inverse 
ratio to the fiscal capacities of the states, 
but it seeks to penalize the states which 
do not make a minimum tax effort to 
support education. This tax effort is 
measured by an exceedingly question- 
able device.** An attempt is made in the 


16 Educational Finance Act of 1949. S. 246, Re- 
port to Accompany S. 246, 8Ist Cong., Ist sess., 
Sen. Report No. 158, Cal. No. 138, March 25, 1949. 
Every state is required to provide from its own 
state and local sources for the support of public 
education at least 2 per cent of its annual income 
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formula to provide against every con- 
ceivable failure of a state to meet what 
is deemed to be a minimum educational 
standard for the nation. Although ob- 
jective in nature, the formula is bound 
to do violence to peculiar situations and 
operate inequitably and wastefully in 
many instances. 

In attempting to escape the rigidi- 
ties of the objective formulas, the Fed- 
eral Government in some of its pro- 
grams has allowed the departments to 
apportion part of the funds among the 
states in a discretionary way. This has 
been done, for example, in the case of 
the grants for forest-fire protection, 
under the acts of 1911 to 1944; for 
agricultural and marketing research, 
under the 1946 act (25 per cent of the 
appropriation); for airport develop- 
ment, under 1946 legislation (25 per 
cent of the appropriation); and for 
aspects of child welfare and public 
health services. The apportionment is 
completely discretionary in the case of 
the grants for unemployment compen- 
sation administration and for public 








payments, in order to secure any amount to which 
it is eligible above $5 per child of school age. There 
are further qualifying clauses. The idea that a 
certain proportion of the income of the population 
of a state should be set aside for education at all 
times and under all circumstances is basically un- 
sound. The proportion must necessarily vary from 
time to time and from state to state, just as the 
proportion devoted to any other type of public or 
private expenditure. Otherwise most awkward re 
sults would ensue. The pattern of a people’s spend- 
ing does not remain unchanged over a period 
time. Nor does the pattern of spending of the 
people of one state necessarily befit the people of 
another. Appropriate minimum tax effort for the 
support of education cannot be equitably expressed 
for states of differing wealth and circumstances in 
terms of an expenditure of the same given percent- 
ages of their income. For a detailed criticism of 
this formula, see Senator Lodge’s speech, Congres- 
sional Record, 81st Cong., 2d sess., April 29 and 
May 2, 1949. See also Senator Taft’s reply, Com 
gressional Record, May 2, 1949. 
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employment offices. There, the criter- 
jon is how much money is necessary to 
provide an effective and yet economical 
administration. 

However, the disposition of vast 
sums of public monies by adminis- 
trative discretion, particularly from 
the Federal Government to the states, 
does not accord with the best traditions 
of our government. It is not al- 
ways clear to the recipient unit what 
reasons have guided the Federal agency 
in denying the unit’s application or in 
reducing its request, while granting in 
full the request of another unit. The 
possibility for arbitrary action in the 
allocation of the grants to the states is 
not conducive to good Federal-state re- 
lations and good government generally. 
Discretionary grants in the apportion- 
ment of unemployment relief monies to 
states during the depression of the 
1930’s worked badly, becoming an 
object of bargaining and _ political 
manipulation."* Although similar dis- 
cretionary allocations could not possibly 
work as badly in regular grant pro- 
grams, they do not seem to be operating 
satisfactorily. 


3. Accentuation of Inequalities in State 
Fiscal Resources and Overstimulation of 
Aided Services 


Under the prevailing matching re- 
quirements and methods of apportion- 
ment, larger grants per capita are often 
paid to richer than to poorer states. In- 
equalities among the states in fiscal re- 
sources and standards of service are 
thereby accentuated instead of being 
mitigated. 

This holds true, for example, of the 
gtants for assistance to the aged, the 
blind, and dependent children. Under 


17 Maxwell, op. cit., pp. 152-59. 
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the matching system, the richer states, 
being able to pay larger benefits and to 
grant them more liberally, can procure 
larger grants per capita than the poorer 
ones.'® This inequality is being reduced 
under the new formula effective Octo- 
ber, 1948, by which the Federal Gov- 
ernment contributes a larger share of 
the benefit up to a certain amount and 
an equal share of the excess up to a 
maximum benefit (see footnote 6). 
But the inequality is still sufficiently 
pronounced to cause concern. Okla- 
homa, Colorado, and Texas are good 
examples of states which have gone to 
extremes in providing Federally aided 
pensions to their aged. The Advisory 
Council on Social Security in its report 
to the Senate Finance Committee in 
1948,'° called attention to the wide 
variations among the states in the num- 
ber of persons receiving public assist- 
ance and in the amount of average 
payment, stating that these variations 
“not only indicate State differences in 
need to be met and ability to meet that 
need, but also reflect wide State diver- 
sity in the standards and policies.” 
The Council said: 


The proportion of the population aged 65 
or over who were in receipt of old-age 
assistance in December 1947 ranged from 
a high of 581 per 1,000 in Oklahoma, and 
more than 400 per 1,000 in Colorado, 
Georgia and Texas, to a low of less than 100 
per 1,000 in Delaware, the District of 
Columbia, Maryland, New Jersey, New 
York and Virginia. The average payment 
per recipient for old-age assistance ranged 
from $84.72 a month in Colorado and 
$57.10 in California to $16.90 in Georgia 

18 Jbid., pp. 118-31. 

19 Advisory Council on Social Security, Recom- 
mendations for Social Security Legislation (Reports 


to the Senate Committee on Finance, Sen Doc. No. 
208, 80th Cong., 2d sess., December 31, 1948), p. 99. 
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and $15.87 in Mississippi. Similar varia- 
tion occurs in other programs. 


The Council did not consider it within 
the scope of its mandate to investigate 
the policies of the states which led 
to these variations but commented, 
** Nevertheless, the very wide variation 
among the States suggests that Congress 
might want to inform itself further 
concerning the effect of Federal grants- 
in-aid upon the policy decisions of the 
several States. A special investigation 
of this matter is worthy of considera- 
tion.” 

Similar overstimulation of state activ- 
ities and inequities in the apportion- 
ment of grants under the matching sys- 
tem have been produced in highway 
grants, as between states having the 
same area and population but differing 
in wealth. It has also occurred, in Max- 
well’s opinion, in aids for some phases 
of education. He concludes that “ with 
the sole exception of vocational re- 
habilitation, no expansion [in existing, 
specialized aids for education] should be 
made. All the evidence indicates that 
in these specialized fields of education 


the poorer states at least have gone fur- 
ther than they should.” *° 


There is no doubt that the proffer of 
Federal grants on a matching basis has 
induced some states, rich and poor alike, 
to overdevelop aided activities. In their 
quest for more Federal dollars, some 
states have overextended their own ap- 
propriations to a point of neglecting 
support of other worthy but unaided 
activities. But the unmatched Federal 
grants also often result in loose adminis- 
tration and excessive and wasteful ex- 
penditure of public funds on the aided 


20 Op. cit., p. 110. 
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services. The testimony of John E, 
Burton, Director of the Budget of the 
State of New York, before a Con- 
gressional committee brings out this 
weakness of both types of grants very 
frankly: 


MR. BURTON ..... A third point that 
we find objectionable in the grant programs 
is that they are wasteful of public money, 
They over-stimulate programs among the 
states that may not particularly fit that 
state program, but being of a general 
nature, the state is urged to do it. They 
distort the use of money in state and local 
governments. The Federal government 
supports, in the welfare field, aid to depen- 
dent children, aid to the blind, and old-age 
assistance. They do not support general 
relief. You find many states where the 
amount of general relief that they give in 
and of themselves is very minor, whereas 
they concentrate most all of their state 
money to match the federal program. 

REPRESENTATIVE RICH. If you find that 
you have money allocated to your state for 
a particular purpose, and you seem to have 
no particular use for that money, is it not a 
fact that you try to find some way in which 
you can get the money out of the Federal 
government because it is allocated to you? 

MR. BURTON. Mr. Rich, we are forced 
to do it. It happens every year near the 
end of the fiscal year. The departments 
come to the budget office that must ad- 
minister or allocate the money before they 
can spend it in the State of New York, and 
we cannot do anything but say, “all right, 
go ahead and buy this, that and the other 
thing to use up your Federal money,” be- 
cause we know if they do not do it, the 
money will be reallocated from Washington 
to some other state. We are put into 4 
system of competition with other states that 
we do not like.” ** 

21 House and Senate Committee on Expenditures, 
Hearings on a Bill to Establish a National Com- 


mission on Intergovernmental Relations, op. City 
p. 86. 
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4, Resistance to Budgetary Controls 


The rigidities in the allocation of 
Federal grants produce similarly fixed 
patterns of state and local finances. 
Since the state-local expenditures for 
the aided functions, under the Federal 
apportionments and matching systems, 
are in large part determined by the 
Federal grants, they, too, assume the 
nature of fixed earmarked funds. They 
are not susceptible of a state-local an- 
nual budgetary review and readjust- 
ment. Mr. Burton testified on this 
point, “If there is $500,000 available 
for a certain aided program, there is al- 
ways the tendency and the push to be 
sure and spend that $500,000 so the 
Congress will give $500,000 the next 
year. That is the pressure that is con- 
tinually on our backs.” 


Thus, through the existing organi- 
zation of Federal grants-in-aid a 
mechanistic pattern of highly segre- 
gated earmarked expenditures spreads 
throughout our entire structure of 
government from top down, defeating 
unified planning and management of 
public funds by each unit~of govern- 
ment and producing waste in expendi- 
tures. 


§. Undue Interference with State and 
Local Administration 


In the application of the Federal 
grants, not infrequently undue inter- 
ference is exercised by Federal adminis- 
trators with administrative discretion. 
On this point, the experience and 
teaction of state officials is particularly 
significant and, in the testimony re- 
ferred to above, several illustrations of 
such interference were brought out. It 
Was pointed out that it has been an es- 
tablished policy in New York and 
Many other states, in accordance with 


the will of the people, to keep control 
over public welfare administration 
largely in the hands of local officials, 
with the state exercising merely super- 
visory and coordinating functions. 
Yet, the Federal Security Administra- 
tion has for years been pressing for ex- 
tensive centralization of public welfare 
administration in state agencies. In 
doing this, the Federal agency has been 
motivated by an understandable desire 
to prevent waste of Federal monies by 
inefficient local governments and to raise 
the standards of public welfare adminis- 
tration generally. But according to 
this testimony, it unfortunately has 
been seeking to accomplish these results 
by methods which vitiate local initiative 
and responsibility. 

State health administrators have com- 
plained that, contrary to Title V of the 
Social Security Act, which indicates 
that the states would be given consider- 
able freedom in administering the pro- 
visions of the act, the Children’s Bureau 
has tended to make demands upon the 
states beyond the conditions originally 
outlined and has interfered with the 
actual administration of state plans. 
On several occasions, according to the 
same testimony, “this interference has 
resulted in delay or actual withholding 
of aid and services for those for whom 
benefits had been prescribed by the 
action of Congress.” A demand has 
been voiced for a clarification of the 
powers of Federal agencies in interpret- 
ing legislation regarding specific pro- 
grams so that Congressional intent may 
not be defeated. 


In the administration of the Federal 
unemployment compensation adminis- 
tration grants, there is much friction 
between the Federal and the state agen- 
cies. Under the provisions of the 
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Social Security Act, the cost of the ad- 
ministration of the state systems is to be 
financed 100 per cent by Federal grants. 
The Social Security Board fixes the 
grants to each state on the basis of the 
requests of the state agency as approved 
by the Board’s regional office. In the 
course of the review of these budgets 
by the regional offices innumerable issues 
arise between the Board and the state 
agencies over the need for additional 
staffs, equipment, travel expense, and 
like items and over the propriety of cer- 
tain types of administrative expendi- 
tures. The situation is anomalous, in- 
asmuch as the Federal officials must 
naturally try to protect the Federal 
treasury against waste, but often are not 
sufficiently familiar with the local con- 
ditions to make competent judgment, 
while the state officials, having the re- 
sponsibility for the efficient adminis- 
tration of the services and a more inti- 
mate knowledge of their needs for per- 
sonnel and equipment, must insist on 
the acceptance of their judgments.” 
The Council of State Governments 
has reported that state fiscal officers 
complain of the tendency of the Fed- 
eral agencies administering grants to 
deal directly and exclusively with state 
agencies administering the aided func- 
tions, ignoring or by-passing the cen- 
tral budgetary authority of the states. 
This tendency has developed, not only 
as an administrative practice, but has 
even been given statutory basis. Many 
of the Federal aid laws specifically call 
for a designation of a “single state 
agency ” to administer or supervise the 
administration of the plan or specifi- 


22 For a fuller discussion of this issue see the 
Task Force Report on Public Welfare, prepared for 
the Commission on Organization of the Executive 
Branch of the Government, January, 1949, pp. 429- 
40. 


cally name the type of the single state 
agency. This procedure is said to haye 
been carried in some cases so far as to 
defeat attempts of the states to achieve 
adequate budgetary control over the 
state agencies receiving the grants.™ 


6. Shifting of State and Local Fiscal 
Responsibilities to the Federal Govern. 
ment 


Technically, Federal grants-in-aid ate 
intended merely to supplement the fiscal 
efforts of the states and, when on an 
equalization basis, to ensure an equality 
of tax effort on the part of the states 
for the support of minimum standards 
of given public services. Yet, there is 
no assurance that they accomplish this 
result. There is evidence that in some 
cases the effect is to relieve states and 
local governments of a responsibility to 
finance public services which properly 
belongs to them and to shift it to the 
Federal authority. 

The wide variations in the per capita 
revenues raised by various states cannot 
be explained merely by differences in 
wealth and taxable capacity. States 
with equal taxable ability often use this 
capacity in different measure. 

In a study by the Social Security 
Board published in 1944,* an attempt 
was made to measure the tax efforts of 
the states more precisely than by the 
mere percentage ratios which these tax 

23 Federal Grants-in-Aid, Report of the Commit 
tee on Grants-in-Aid, Council of State Governments, 
1949, pp. 119-128. The report emphasizes, how- 
ever, that the states themselves can do much to im- 
prove budgetary controls of the grants. See alw 
Federal-State Relations, Report of the Council of 
State Governments prepared for the Commission of 
Organization of the Executive Branch of the Gov 


ernment (81st Cong., Ist sess., Sen. Doc. No. 81), 
pp. 61-64. 

‘24, W. Sundelson and S. J. Mushkin, Th 
Measurement of State and Local Tax Effort (US 
Social Security Board, Bureau of Research and 
Statistics, Memo. No. 58, June, 1944), pp. 94-96. 
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revenues bear to income payments. 
Allowance was made for the shifting of 
the incidence of state and local taxes 
between states, as well as for the drain 
of Federal taxes on state fiscal capacity. 
Account was also taken of the differ- 
ences in the nature of the fiscal resources 
of the states. The conclusion was 
reached (on the basis of 1938-39 data) 
that twenty-two states were taxing 
themselves with less than average 
severity. It was found that thirteen of 
them could, by raising their tax effort 
to the average, increase their revenue by 
10 per cent or more and that one, Dela- 
ware, could increase it by 30 per cent. 


Clues were also found in that study 
as to the types of revenue which could 
be expanded in various states to achieve 
the tax performance of others in the 
same economic category. It was found, 
for example, that if each of the states 
with relatively high per capita income 
were to impose an individual income tax 
equal in effective rate to the average for 
the group as a whole, New Jersey 
would raise additional taxes amounting 
to 3.5 per cent of its total State and 
local revenues; Rhode Island would raise 
an additional 3.7 per cent; and Con- 
necticut, 4.7 per cent. Also, if each of 
the states in the economic group with 
North Carolina were to impose taxes on 
retailers equal to North Carolina’s as- 
sessments, additional revenue, amount- 
ing to 9.6 per cent of total state and 
local ta collections would be raised in 
Georgia, and the increase for Tennessee 
would be 11.4 per cent; South Caro- 
lina, 8.2 per cent; and Alabama, just 
under 1 per cent. However, this study 
seemed to underrate the extent of un- 
dertaxation for state and local purposes 
in the poorer states. A more intensive 
inquiry would reveal much greater 
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possibilities for the expansion of state 
and local taxation and also for wiser 
expenditure of public funds in those 
states, ie. for a much greater degree of 
self-help on their part. 


One of the greatest obstacles to in- 
creased state tax efforts is the heavy 
drain which Federal taxes place on the 
incomes of the people. According to 
another study by the Social Security 
Board, this drain amounted to 25.2 per 
cent of the income payments to individ- 
uals in 1945.°° The heaviest drain 
was in the states with the higher per 
capita incomes—for example, 50 per 
cent in Delaware, 37 per cent in 
Nevada, 35 per cent in New York. It 
was lightest in the states with low per 
capita income—14 per cent in Missis- 
sippi, 16 per cent in Arkansas, 17 per 
cent in Alabama. Since 1945 the bur- 
den of Federal taxes has been somewhat 
reduced by the rise in income payments 
and some tax reduction, but it still is 
exceedingly heavy. 


A further hindrance to increased state 
tax effort is the inclusion among Fed- 
eral taxes of certain levies suited for 
state and local imposition. If the Fed- 
eral Government were able to reduce or 
abandon in favor of the states the ad- 
missions taxes and the gasoline tax and 
to increase its credit for state estate and 
inheritance taxes, the ability of the 
states to raise revenue would be corres- 
pondingly enhanced. 

It is important to the continued 
strength of the federal system that 
Federal grants-in-aid should not be per- 
mitted to perpetuate the failure of some 
states to make an appropriate tax effort 


25 Byron L. Johnson, The Principle of Equali- 
zation Applied to the Allocation of Grants-In-Aid 
(U.S. Social Security Board, Bureau of Research and 
Statistics, Memo. No. 66, September, 1947), p. 124. 
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for the support of their public services. 
They should not be allowed to en- 
courage state and local officials to shift 
to the Federal Government their re- 
sponsibilities to raise revenue. More- 
over, before extending Federal grants 
in any substantial way, efforts should be 
made to increase the abilities of the 
states and localities to raise revenue, 
through appropriate shifts in taxing 
powers from the Federal Government. 


7. Adverse Effect upon Federal Form 
of Government 


The above shortcomings of grants- 
in-aid represent distinct weaknesses 
which have developed in, or are inherent 
in, the grant system. Over and above 
all of them, or rather, permeating them, 
is their potential danger to our federal 
form of government and democratic in- 
stitutions. Until the decade of the 
1930’s the grants were not large enough 
to cause much concern.” Their growth 
was largely unplanned and responded 
mainly to periodic pressures in fairly 
limited spheres of activity. But their 
scope has broadened and their fiscal 
weight in the Federal budget has in- 
creased very substantially, with further 
growth in immediate prospect. These 
shortcomings may be no more than 
minor irritations in a miscellaneous 
group of small programs. But they 
can cause a serious breakdown in the 
entire structure of government, if they 
are unchecked, when the grant system 


26 There has, however, always been some oppo- 
sition to the growth of Federal grants, from both 
Republican and Democratic leaders. President 
Coolidge, Governor Ritchie of Maryland, Governor 
Lowden of Illinois, and Senator King of Utah were 
cited as vocal opponents in the 1920’s by Austin F. 
MacDonald in Federal Aid, A Study of the Ameri- 
can Subsidy System (New York: Crowell, 1928), 
chap. x. 
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embraces a large proportion of the 
major services of government. 


The possible dangers of an extensive 
Federal aid program which is not 
properly adjusted to the basic principles 
of democratic government or to the 
necessary balances of a federal system 
are a source of increasing concern not 
only to conservative financial interests ™ 
but to all thoughtful students of the 
problem. The major theme of Max- 
well’s book is this very problem of how 
to preserve a balanced federalism which, 
while affording appropriate central sup- 
port to state and local services in ac- 
cordance with the requirements of the 
time, would at the same time avoid 
establishing over them excessive central 
fiscal control. Likewise, Ursula Hicks, 
the British political scientist, in her 
latest book, Public Finance, has pointed 
to the difficulties caused by too much 
central fiscal control even in a unitary 
country like Britain. Stressing the im- 
portance in a democracy of preserving 
live local government and a sense of 
political responsibility in the individual 
citizen, she says, “ The political argu- 
ment for local autonomy is so strong 
that it is right that it should be given 
preference even at the risk of some loss 
of efficiency.” ** The Advisory Coun- 
cil on Social Security raised the issue in 
its 1948 report on public assistance, 
saying, “the only sound long-run 
method of preserving a workable State- 


27 See Thomas S$. Holden, The Great Illusion—Am 
Inexhaustible Public Purse (National Association of 
Manufacturers, April, 1949); and Committee on 
Education, Chamber of Commerce of the U.S, 
Which Way Education (1948) and Some Summary 
Arguments Against Federal Aid to General Edw 
cation. 


28 Ursula Hicks, Public Finance (Cambridge 
Economic Handbooks; New York: Pitman, 1948), 
pp. 262-67. 
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Federal system lies in the readjustment 
of State-Federal tax and fiscal relation- 
ships. The principles of citizen-partici- 
pation in government and maximum 
state and local responsibility will be 
promoted if states and localities are 
better able and more willing than at 
present to raise the funds necessary to 
finance their own activites.” *® 

The states themselves, in spite of 
pressing demands for additional services 
and need for funds, are beginning to 
fear the steady encroachment of central 
power through grants-in-aid. It could 
be said with some truth in 1928 that 
“the states are almost unanimous in 
their support of the several federal 
programs,” *° but today there is a grow- 
ing change of feeling. The joint con- 
ference of representatives of Congress 
and the Governors’ Conference, held 
September 27, 1947, in Chicago, agreed 
upon the following statement, along 
with a plan of action: 


To achieve a higher degree of efficiency, 
reduce duplication, and achieve economy 
and stability in our coordinated system of 
federal, state and local governments, our 
states must cease relying upon the federal 
government to do things for them and their 
citizens which they can do for themselves 
as well as, or better than the federal govern- 
ment. In order that the state and local 
governments may be enabled to assume those 
functions, the federal government should 
reduce those taxes which can be ad- 
ministered best by state and local govern- 
ments,31 


The grant-in-aid system, if wisely re- 
organized and administered and kept 
in reasonable limits, offers one of the 


29 Senate Document 208, 80th Cong., 2nd sess., 
Op. cit., p. 104. 


80 MacDonald, op. cit., p. 9. 
81 State Government, xx (November, 1947), 299. 
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soundest methods of working out the 
complicated fiscal relationships of a fed- 
eral country, under modern conditions. 
A recognition of its potentialities is now 
fairly widespread among government 
officials. There remains the need for 
full understanding of the proper roles 
of the national, state, and local govern- 
ments in the operation of the system. 
Essential to a successful grant program 
is the careful balancing of the national 
interest in maintaining minimum levels 
of service and of the national power 
over large revenue resources against the 
need for active citizen participation 
locally and the more economical and 
understanding administration by state 
and local officials. 


REMEDIAL PROGRAM 


Comprehensive reform of the hetero- 
geneous aid system cannot be expected 
at once, but the main directions which 
remedial action should take seem clear. 

1. The most immediate need is for 
the consolidation of the multiple and 
separately apportioned grant programs 
into unified grants, on an equalization 
basis, covering each major grant field. 
The numerous public health grants 
could be consolidated into a single block 
grant for public health. The several 
grants in the field of public assistance 
and social welfare could be consolidated 
into a single welfare grant. The same 
could be done with the aid programs in 
agriculture, in education, and in high- 
ways. For each, a broad consolidated 
allocation formula could be established. 
Many of the complications which con- 
tinue to develop in the application and 
administration of the multiple and in- 
dividually designed grant formulas 
could thus be avoided. In essence, this 
is one of the major recommendations of 
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the Hoover Commission Report on 
Federal-State Relations.** 


2. The states should be given a rela- 
tively free hand in allocating their share 
of each consolidated grant amiong the 
various needs in the grant field. These 
needs vary over a period of time and in 
different localities, and a wide residuum 
of discretion should be left with the 
states. Each grant should be “con- 
ditioned ” in a broad sense upon com- 
pliance by the state with certain speci- 
fied minimum standards of service and 
exertion of a certain minimum tax 
effort in support of those standards. 
Thus, the grant might carry with it a 
requirement that the state spend upon 
the given broad field of aided services 
from its own funds at least a certain 
minimum amount per capita, per child, 
or per recipient of a benefit, as the 
case may be, and that it maintain 
other specified administrative standards. 


82 Commission on Organization of the Executive 
Branch, Report on Federal-State Relations, op. cit., 
‘Recommendation No. 4. The Task Force report on 
public welfare, in the section on public health 
functions, treated the subject in greater detail. It 
recommended the consolidation of the grants in the 
public health fields into fewer categories or possibly 
into oae single public health “block” grant. It 
said: “The grants may be classified chiefly as per- 
taining to a group of persons or to a disease. The 
trend in recent years has been to add categories as 
interest was aroused, and the continuation of this 
trend indefinitely will result in a further accumu- 
lation of heterogeneous laws, varied administrative 
practices, and deleterious effects on grantees and 
public. Each state has its own health problems 
with considerable variation from one state to another, 
and emphasis of attack must differ. Categorical 
grants tend to be too restrictive as regards deter- 
mination of use by the state health authority. It 
is recommended that Congress reconsider the cate- 
gorical versus the general approach in the promul- 
gation of grant-in-aid programs. Fewer categories 
would increase the determinative powers of the state 
health authority, allowing it to concentrate more 
upon the public health problems which exist in that 
locality ” (Commission on Organization of the Exe- 
cutive Branch of the Government, Task Force Report 
on Public Welfare, January, 1949, p. 53). 
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There is good reason to believe that the 
integration of most of the existing 
grants into a few consolidated grants 
would do away with a great deal of the 
present Federal dictation and _ inter. 
ference with state-local administration, 
It should lay a foundation for a freer 
and more genuine cooperation among 
Federal, state, and local officials in the 
administration of their related respon- 
sibilities. 

3. In addition to the general consoli- 
dated grants, a few special grants de- 
signed particularly to stimulate new 
state activities would need to be con- 
tinued for a time or introduced on oe- 
casions. To ensure proper state support 
for new activities of national concern, 
the Federal grants for them must neces- 
sarily be conditioned in some detail and 
carry matching requirements. In this 
category today are grants for airports, 
school lunches, and the like. Eventu- 
ally, when the activities have become 
firmly established in state practice, thes 
special grants should similarly be fused 
into one or another of the consolidated 
programs. However, a need may arise 
periodically for establishing new segre- 
gated grants of a stimulating nature, on 
a temporary basis, to meet changing 
community or national requirements. 


4. In the future, it may be possible to 
develop a single block grant, as a sub- 
stitute for most of the special or pat- 
tially consolidated grants. Such a grant 
might be apportioned in accordance 
with a single formula on a per capita 
basis with some adjustment for varia- 
tions in the fiscal capacities of the states. 
It should carry with it conditions only 
of the broadest nature. Thus it might 


33 Varied types of unconditional block grant 
have been developed in Canada and Australia, both 
federal countries. See Commonwealth Grants Com 
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specify the minimum standards to be 
maintained by the states in the several 
services and the minimum per capita 
state support to be provided for them, 
but it should otherwise leave the states 
free to apportion their shares of the 
grant among their various needs in 
accordance with their own peculiar re- 
quirements and best judgment. The 
operation of the consolidated grants for 
the several fields of service recom- 
mended here should afford useful ex- 
perience for the development of this 
broader type of a consolidated grant. 
The Task Force of the Hoover Com- 
mission on Federal-State Relations in its 
report to the Commission recommended 
the establishment of such a single block 
grant for the combined social, educa- 
tional, and health services.** 
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5. In the allocation of the grants, 
much greater emphasis should be placed 
on the equalization of fiscal resources 
between the poorer and the richer states 
for the support of minimum standards 
of public services and much less on 
stimulation of state and local activities. 
The use of matching grants should be 
restricted and the amounts paid to the 
richer states kept to a minimum, since 
those states are generally able to finance 
their required services from their own 
resources. Under such a concentration 
of grants in the poorer states, the grants 
would go much further in meeting 
social needs and would not require as 
great an expenditure of federal funds. 
State and local fiscal responsibilities 
would be more readily preserved. 

6. Both the consolidated and the 








mission of Australia, Seventh Report, 1940; Royal 
Commission on Dominion-Provincial Relations in 
Canada, Report, 1940; Gordon Greenwood, op. cit.; 
and J. A. Maxwell, Recent Developments in 
Dominion-Provincial Fiscal Relations in Canada, 
(New York: National Bureau of Economic Research, 
1948). Maxwell expresses the view that, although 
the actual experience of Canada and Australia with 
these grants in the past has been relatively sterile, 
more recent experiments in these countries indicate 
that the unconditional grant has “latent possi- 
bilities not to be judged by the fumbling use made 
of it in the past.” With special reference to the 
United States, he says, “If an over-all view of 
minimum national needs for important social services 
could be taken, needs as well as fiscal capacities of 
the states could be measured, and a relatively ac- 
curate revenue-expenditure equilibrium could be es- 
tablished by use of an unconditional grant” (Fiscal 
Impact of Federalism, p. 407). Britain established a 
block grant in 1929 (H. J. Bittermann, State and 
Federal Grants-In-Aid [Chicago: Mentzer, Bush & 
Co, 1938], pp. 13-14). It will be noted, how- 
ever, that the block grant proposed here is not un- 
conditional. 


84The report of the Task Force on Federal-State 
Relations appears as an appendix to the report of 
the Council of State Governments to the Commission, 
op. cit., pp. 233-43. It says: “The so-called 
system of grants-in-aid for social, educational and 


health services should be revised and placed on a 
different basis .... The aggregate amount author- 
ized for these various grants . . . amounts in 1948- 
1949 to well over one billion dollars. These grants 
should be rescinded and a single comprehensive grant 
designed for these purposes in general should be 
substituted. Under this suggestion, the funds 
would be entered in the regular state budget and 
state funds for the purpose enumerated. Within the 
group of services, the state would be solely responsi- 
ble for the amount allotted to each particular activ- 
ity, and states could plan their activities without 
constant shifting due to changes in federal grants.” 
(The members of the Task Force were: Thomas 
Jefferson Coolidge, chairman; John Burton; Professor 
William Anderson; Senator Harry F. Byrd; Governor 
Frank Carlson; William L. Chenery; John W. Davis; 
Charles A. Edison; William L. Myers; Sinclair 
Weeks; Charles Stockton; Stanford Shewell; and 
Professor Roswell F. Magill. Frank Bane of the 
Council of State Governments was Project Director.) 
On the other hand, the Task Force on the Public 
Health Functions in its report to the Hoover Com- 
mission expressed itself in opposition to a block 
grant as follows: “The granting of ‘block’ funds 
to a state for all purposes combined, such as health, 
welfare, education, roads, etc. is condemned as tend- 
ing to foster political juggling of use of these funds. 
Any consolidation of categories should not go beyond 
a classification of grants for general health purposes 
as an extreme.” 
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special grants should be so organized as 
to make possible their effective budget- 
ing by the Federal Government and by 
the state and local governments, as re- 
peatedly urged by various authorities. 
This may require changes in law and 
practice on both the Federal and state- 
local levels. 

7. The most important step towards 
the accomplishment of a reform of the 
Federal grant-in-aid system should be 
the establishment of a national com- 
mission on intergovernmental fiscal re- 
lations. Such a commission, with the 
title of “ Federal-State Fiscal Author- 
ity,” was recommended originally by 
the Treasury Committee on Intergov- 
ernmental Relations. It was re-recom- 
mended in somewhat different form by 
the Hoover Commission, and the pro- 
posal is now embodied in Senate Bill 
810 pending before the 81st Congress.*® 


35 The Treasury Committee recommended in 1943 
that “‘a Federal-State Fiscal Authority be created 
[for] constant study of and readjustment in inter- 
governmental arrangements” (Federal, State and 
Local Government Fiscal Relations [78th Cong., 1st 
sess. Sen. Doc. No. 69], p. 5). The Hoover 
Commission in its report of March, 1949, (op. cit., 
p. 36) recommended that “in order to accomplish 
all of these [reforms] . . . in an adequate and 
orderly manner . . . a continuing agency on Federal- 
State Relations be created with primary responsibility 
for study, information and guidance in the field of 
Federal-State Relations.” Senate Bill 810 would 
establish a National Commission on Intergovernmen- 
tal Fiscal Relations composed of persons appointed by 
the President, Senate, and the House, as well as of 
nominees of the Council of State Governments and 





Out of the work of this commissiog 
should come an effective program of 
reorganization of the Federal grant 
suitable for enactment by Congres, 
Eventually this temporary commission 
may give way to some permanent 
agency for the over-all administration 
of the Federal grants and guidance of 
their development. 

The realization of these proposals 
should give in the end a Federal grant 
system which would promote intergov- 
ernmental cooperation in all respects 
and be sound in spirit and effective in 
application. 

Closely allied with the problem of 
Federal grants are the problems of a 
more rational allocation of expenditure 
responsibilities and of taxing powers be- 
tween the Federal Government and the 
states.°* These problems, however, go 
far beyond the scope of this paper. 








of the United States Conference of Mayors. The 
Commission would make a comprehensive study of 
the subject and report to Congress. 


36 A significant beginning in the consideration of 
these problems was made in the Spring of 1947 
through the organization of a joint conference of 
representatives of the Congress (including members 
of the House Ways and Means and Senate Finance 
committees) and of represet.tatives of the Gover 
nors’ Conference. At the first meeting of the com 
ference important statements of principle were agreed 
upon and decisions were reached to hold periodi¢ 
meetings for the further exploration of the subject 
For an account of the first meeting see State Goverm 
ment, November, 1947. 
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TAX AND MONETARY REFORM IN OCCUPIED 
GERMANY 


WALTER W. HELLER * 


N JUNE 20, 1948, there began in 

Western Germany a notable “ con- 
trolled experiment” in economics—a 
drastic monetary reform marked by the 
substitution of the new Deutsche mark 
for the old Reichsmark and the scaling 
down of money and money claims to a 
small fraction of their previous levels. 
Undiluted by the compromises which 
would have been necessary to gain 
agreement with the Russians or to win 
the consent of the governed, the mone- 
tary reform emerged as a sharp instru- 
ment of economic policy. Though 
marred by social injustices—some 
avoidable, others not—it has unques- 
tionably proved an economic success. 
It quickly re-established money as the 
preferred medium of exchange and 
monetary incentives as the prime mover 
of economic activity. Coupled with 
Marshall Plan imports, a good harvest, 
tax reform, and the removal of many 
direct controls, it touched off an ex- 
pansion which carried the index of in- 
dustrial production in the Bizone from 
§l per cent of the 1936 level in June, 


*The author, who is associate professor of eco- 
nomics at the University of Minnesota, served with 
U. $. Office of Military Government in Germany 
(OMGUS) from September, 1947, to September, 
1948, first as Chief Consultant on Taxation, then as 
Chief of Internal Finance in the Office of the Finance 
Adviser. He is indebted to Mr. A. Miller Hillhouse 
and Mr. H. W. M. Copeman of the Bipartite Control 
Office, Frankfurt, Germany, and Dr. Wilhelmine 
Dreissig of the Bank Deutscher Laender, Frankfurt, 
for their aid in the preparation of this article. 


1948, to 80 per cent in January and 
87 per cent in May, 1949." 

Monetary reform had far-reaching 
consequences in the field of taxation. 
First, it occasioned sharp tax reductions 
in the form of lower rates as well as 
special deductions designed mainly to 
stimulate savings. Second, as a levy on 
money assets, it called for (but has not 
yet evoked) a coordinated capital levy 
on real assets. Third, it hastened the 
day of decision on the proper federal- 
state-local distribution of taxing powers 
in the forthcoming Western German 
Government. It is with the major issues 
and developments on these three fronts 
that this article is principally concerned. 
To provide a backdrop for the tax dis- 
cussion, the first section briefly surveys 
the nature and results of the monetary 
reform.” 


MONETARY REFORM 


After the Soviet withdrawal from 
the Allied Control Authority in March, 


1 The increase in the French Occupation Zone was 
not as rapid as in the combined U. S. / U. K. Zones 
(the Bizone). However, since the French Zone con- 
tains only a little more than 10 per cent of the Tri- 
zone’s population of 47,000,000 and contributes an 
even smaller percentage of its total product, its in- 
clusion would not materially alter the result. 


2For further detail and analysis of the German 
currency experience, see F. A. Lutz, “ The German 
Currency Reform and the Revival of the Germany 
Economy,” Economica, XVI (May, 1949), 122-142; 
Horst Mendershausen, “ Prices, Money and the Dis- 
tribution of Goods in Postwar Germany,” American 
Economic Review, XXXIX (June, 1949), 646-672; 
Fred H. Klopstock, “‘ Monetary Reform in Western 
Germany,” Journal of Political Economy, LVII 
(August, 1949), 277-292. 
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1948, and the consequent breakdown of 
the four-power currency reform ne- 
gotiations which were then in progress, 
the three Western occupying powers 
decided to push ahead as fast as possible 
with a separate reform for Western 
Germany. Except for the technical 
assistance of a group of German experts, 
the monetary reform was carried 
through as an Allied measure. In U. S. 
Military Government Laws Nos. 61, 62, 
and 63 (and in corresponding laws for 
the British and French Zones), the cur- 
rency conversion and attendant mone- 
tary measures were put into effect dur- 
ing the week of June 20, 1948. Law 
No. 64 simultaneously effected an ex- 
tensive tax reform. 


Contraction of the Money Supply 


The basic element of the financial re- 
form was a 90-per cent contraction of 
the money supply. It canceled an esti- 
mated 135 billion Reichsmark circu- 
lation (including bank deposits) and 
created in its stead approximately 12.6 
billion in the new currency, the 
Deutsche mark. To this basic amount, 
credit expansion had added DM 6.6 
billion by April 30, 1949, to bring the 
total money volume to DM 19.2 billion. 

A breakdown by origin of the DM 
12.6 billion which grew directly out of 
the monetary reform provides the key 
to the nature of that reform. As Table 
1 shows, DM 6.7 billion consisted of 
initial allotments. These were made on 
the following basis: (1) a “head 
quota ” of DM 60 issued in two install- 
ments to every individual; (2) a busi- 
ness quota equal to DM 60 per em- 
ployee; (3) a grant to German public 
authorities (including the publicly 
owned railroad and postal systems) 
equal to one-half of their average 
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monthly receipts over the period Octo- 
ber 1, 1947, to March 31, 1948; and 
(4) an arbitrary allotment of DM 772 
million to the occupying authorities 
(divided on a basis, very roughly, of 
one-third to each). 

The remaining DM 5.9 billion created 
by currency reform grew out of the 
conversion of Reichsmark balances. To 
be sure, the balances of public bodies 
and the three military governments 
were simply wiped out and replaced by 


TABLE 1 


VoLUME oF MoNEY IN WESTERN GERMANY, 
Aprin 30, 19494 


(In millions of Deutsche marks) 








1. By source 


om. Zurita! ahotments ..... 0.0.0 cee0% 6,690 
To individuals .......... 2,780 
To businesses ........... 470 


To German governments 
(including state-owned 
railroad and postal sys- 


GE) ccc beusaceiiess 2,670 

To military governments 770 
b. Reichsmark conversion ......... 5,910 
ee ere 6,560 
,  PPreeerirr eT rite. 19,160 

2. By type 

D-mark notes in circulation ........ 6,330 
Bank deposits ...........seeccesees 12,830 
ES bvcdchpasnssenesncee 19,160 





Source: Bank Deutscher Laender, Monats- 


bericht, May, 1949. 


8In addition to the total volume of money 
shown in the table, there were blocked accounts 
in the amount of DM 515 million on this date. 


the allotments just mentioned. But the 
RM 122.4 billion presented by individ- 
uals and businesses was subject to ¢on- 
version (provided that the holders of 
large balances could prove to the satis- 
faction of tax authorities that theif 
funds did not originate in black- 
market operations, a requirement which 
undoubtedly discouraged presentation 
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of some Reichsmark notes for conver- 
sion).? After subtraction of RM 600 
for each DM 60 of head quota or busi- 
ness quota that had been received in the 
initial allotment, each remaining 100 
Reichsmarks was converted into Deut- 
sche marks on the basis of 6 DM for 
free use plus % DM blocked for 
medium and long-term investment use. 
In effect, old Reichsmark balances led 
to no advantage in the new Deutsche 
marks until they exceeded the head 
quotas by a ratio of 10 to 1; the excess 
was then converted at roughly 16 to 1. 
A family of five, for example, with 
balances totaling RM 3,000 fared no 
better than one with a zero balance. 
This leveling effect, which in effect 
negated the efforts of the small saver, 
was perhaps the most bitterly resented 
feature of the currency reform. 
Successful as the money reform was 
in loosing a great store of hoarded 
goods, restoring work incentives, and 
boosting production, the question 
whether it released too much or too 
little money has not yet been resolved. 
Perhaps a final judgment will conclude 
that it released too much at the outset 
but too little in the aggregate. The 
early months after the conversion were 
characterized by a spending spree (and 
high velocity of circulation), rapidly 
rising prices, and a sinking quotation 
of the new D-Mark to a low of about 
4.5 cents on the Swiss bourse in Decem- 
ber, 1948 (in contrast with the official 
30-cent conversion rate). It appeared 
that, despite the deep cut in money sup- 


3The RM 122.4 billion consisted of RM 12.6 
billion in paper money and RM 109.8 billion in bank 
deposits (OMGUS, Monthly Report of the Military 
Governor, Statistical Annex, XVII [July, 1948], 67). 
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plies, the amount released was still ex- 
cessive.* 

But after the initial flood had spent 
its force, prices began to fall and the 
free market quotation on the Swiss 
bourse steadily rose, reaching a high of 
about 19.5 cents in June, 1949. The 
Deutsche mark began to gain recog- 
nition as one of Europe’s harder cur- 
rencies. At the same time, consumer 
spending began to slacken as it came to 
depend more and more on current in- 
come and less and less on the initial re- 
lease of Deutsche marks. Nor was the 
requisite flow of investment forthcom- 
ing from either savings, or ECA coun- 
terpart funds, or credit expansion. 
Unemployment in the Trizone, which 
had risen only moderately in the early 
months after currency reform, moved 
menacingly upward to 1,252,000 in 
May, 1949 (8.5 per cent of the labor 
force), nearly triple the level of a year 
earlier. By July 1, it had receded only 
slightly, to 1,238,000. Increasingly, 
the troubles were ascribed to an inade- 
quate volume of money.® The inflation 
which had been feared late in 1948 had 
been replaced by a stubborn, though 
not critical, deflation. The great need 
for stimulation of savings and capital 
formation had not abated. But econom- 
ic policy now faced the more delicate 
task of reconciling this abiding require- 
ment of a war-torn economy with the 
pressing demands for support of con- 
sumer purchasing power. 


Other Provisions of the Monetary 
Reform 
Although the drastic cut in the 


4 Cf. Lutz, op. cit., p. 129. 


5Cf. “Stockung aus Geldmangel,” Wirtschafts 
Zeitung, July 2, 1949, and “ Fuer eine aktive Kon- 
junkturpolitik,” Wirtschafts Zeitung, July 9, 1949. 
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money supply was the core of the 
financial reform, several other features 
significantly influenced the dimensions 
of the tax and capital levy problems. 
The most important of these was the 
writing down of all bonds, mortgages, 
annuities, and other forms of private 
indebtedness to one-tenth of their 
former value. Coupled with this was 
the requirement that German legislation 
be enacted to deal with the resulting 
windfall profits of certain debtors.® 
The debt of the German Reich and its 
agencies was wiped out, subject only to 
recognition of losses from this source 
in a projected “equalization of bur- 
dens.” 

Contrary to widespread expectations, 
the monetary reform was not accom- 
panied by a capital levy and equaliza- 
tion of burdens (the combination to 
which the Germans refer as the 
“* Lastenausgleich ”). However, in the 
preamble to Law No. 61 and in article 
29 of Law No. 63, the “ appropriate 
German legislative bodies” were called 
upon to frame the necessary legislation. 
Among the many claims on the proceeds 
of the capital levy were to be recog- 
nized “the losses resulting from the 
monetary reform.” In general, the 
Lastenausgleich is looked to for reduc- 
tion of the inequalities among different 
forms of real and money assets asso- 
ciated with currency reform. 

A final provision directly affecting 
the tax field is the prohibition of budg- 
etary deficits. Fearing the under- 
mining of the monetary effort by such 
deficits, the occupying authorities pro- 
vided as follows in article 28 of Law 
63: “Expenditure of public authorities 
must be covered by current income. 


6 Military Government Law No. 63, article 16. 
Mortgages on real estate are the main target of this 
provision. 
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The procurement of funds by means of 
credit shall be lawful only in antici. 
pation of future revenues. Military 
government reserves to itself the right 
to intervene in budgetary matters if the 
maintenance of this principle is im- 
periled.” 


TAX REFORM AND TAX REVENUES? 


The economic logic of the monetary 
reform demanded a simultaneous ad- 
justment of German taxes to remove 
the repressive effect of extremely high 
rates and (according particularly to the 
German view) to encourage saving 
through special tax concessions. To 
meet this demand, Military Govern- 
ment Law No. 64 cut a wide swath 
across the German tax system at the 
time of currency reform. Subse- 
quently, German legislation was enacted 
in October, 1948, to reduce excises, and 
in April, 1949, to provide further con- 
cessions under the income tax. 


Major Tax Revisions 


Although the basic tax reform law 
was issued by the Military Govern- 
ments, it was largely based on detailed 
German proposals. These were sub- 
mitted in the form of draft laws ap- 
proved by the Bizonal Economic Coun- 
cil and the Laender (state) Finance 
Ministers. The proposals dealt with the 
array of taxes (representing over 90 
per cent of all German tax revenues) 
which had formerly been levied by the 
Reich and then passed into the com- 
petence of the four-power Allied Con- 
trol Council for uniform application 

7 No attempt is made here to summarize the Ger 


man tax system nor to review developments prior t 
1948. For this, the reader is referred to the excel 


lent article by Mabel Newcomer, “t War and Post- 
war Developments in the German Tax System, 
National Tax Journal, I (March, 1948), 1-11. 
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throughout Germany under the Pots- 
dam Agreement. The most striking 
changes proposed were (a) reductions 
of roughly 50 per cent in the individual 
income tax, 65 per cent in the tobacco 
taxes, 60 per cent in the property (net 
worth) tax, and 40 per cent in the in- 
heritance tax; (b) extensive special de- 
ductions under the individual income 
tax for incentive purposes and intro- 
duction of refunds of withheld taxes; 
(c) conversion of corporate income tax 
rates from a progressive scale of 35 to 
65 per cent to a flat rate of 50 per cent; 
and (d) imposition of a new tax on 
coffee of DM 30 per kilogram of raw 
coffee. Among the major tax sources, 
only the turnover tax and the beer and 
alcohol taxes were left untouched in 
the first reform law. 

As justification for the drastic re- 
ductions, the German officials laid great 
stress on (1) the restoration of incen- 
tives to work, save, and invest; (2) the 
offsetting of the “‘ shock effect ” of cur- 
rency reform; (3) a revival of tax 
honesty; and (4) the increase in the 
tax base which would be provided by 
the lessened evasion combined with the 
increase in production and trade ex- 
pected to result from currency reform 
and Marshall Plan imports. 

In the ensuing tripartite negotiations, 
all three powers were agreed that some 
tax reduction was necessary but that 
the German proposals went too far. 
Here, agreement ceased. The American 
view was strongly influenced by the 
policy of returning responsibility for 
internal economic affairs to the Germans 
as rapidly as possible (currency reform 

ing an exception). To be sure, tax 
reductions were not to engender such 
sizable deficits as to undermine the 
monetary reform, nor was the German 
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taxpayer to bear a lighter load than his 
American, British, and French counter- 
parts. But, subject to these consider- 
ations, the Americans felt that German 
responsibility should be recognized by 
approving as much of the requested tax 
reduction as possible. By the same 
token, German authorities should be 
made responsible (as they were, in 
effect, in Law No. 63) for cutting ex- 
penditures or raising tax rates if per- 
sistent deficits should develop. 


The British view did not differ 
materially from the American. But the 
French, unsympathetic to the program 
of relinquishing control to the Germans 
and genuinely concerned over the 
dangers to the public purse, preferred 
very limited reductions until the actual 
effects of currency reform could be ob- 
served. Despite these differences, a 
compromise leaning heavily toward the 
Anglo-American view was reached, 
thereby maintaining uniformity of 
taxation throughout the Trizone.* The 
main effect of the compromise was to 
modify the German proposals with re- 
spect to income and tobacco taxes, 
limiting the over-all reduction of each 
to 33 per cent. 


As seen in Table 2, the main feature 
of the income tax reduction was a sub- 
stantial decrease in the high rates and 
sharp progression which had been put 
into effect by the Allied Control Coun- 
cil.? Under Control Council laws, rates 


8 The Soviet Zone subsequently carried through 
its own tax reform, effective April 1, 1949. It dif- 
fered substantially from that of the Trizone. See 
footnote 10, below. In Berlin, a tax reform was 
carried through in July, 1948, with respect primarily 
to the individual income tax; action on the other 
taxes was reserved until the shape of the Soviet Zone 
tax reform would become apparent. 


® Control Council Law No. 12 was the basic legis- 
lation. An attempt had been made in 1947 to miti- 
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TABLE 2 
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CoMPARATIVE RATES AND EXEMPTIONS OF THE INDIVIDUAL INCOME TAx 2 





———. 





———— 











Exemption Status German Law, Control Council Military Govt, 
and Income Bracket 1945 Law No. 12, 1946 Law No. 64, 1948 
Personal Rhbieitins b RM R M DM 
BIMBO POTBON 6.5.00 ccs. eee 600 600 750 
Husband and wife .......... 1200 1200 1350 
Each dependent ............ 400 400 600 
Selected Bracket Rates Per Cent Per Cent Per Cent 
Income (RM, DM) ¢ 
eS «eed 0 ous 2 me 
TO SEE np Eckbeeksnase 12 17 12 
Be SU oc ccscchewccec 18 25 18 
Te ee 37 50 24 
SS eee 42 55 36 
pee, Bee 42 55 48 
Ee eee 55 70 60 
eS re ee 67 85 66 
GO000-100000 2.0.0... 22.08. 67 95 90 
OVOE BOG evcisc cesses. 67 95 95 





@ The official conversion ratio during the occupation has been 30 cents for both the Reiche 
mark and the D-mark. See, however, footnote 9 in the text. 
bIn addition, substantial standard deductions are allowed, e.g., DM 624 to wage-earners under 


M. G. Law No. 64. 


¢In order to facilitate comparisons of the three laws, the German system of incorporating the 
single person’s exemption in the basic table has been adopted. Therefore, the income brackets 
refer to income after the deduction of all exemptions except the first (RM 600 in the 1945 and 


1946 laws and DM 750 in the 1948 law). 


ranged from 17 per cent on the first 
bracket to 95 per cent on all income 
over RM 59,400, reaching 50 per cent 
at a level of only RM 2,400. The low- 
est rate was cut to 12 per cent by the 
new law. The 95 per cent rate was re- 
tained but was not reached until DM 
250,000. Even more significant was 
the elimination of the severe “ hump ” 
in the lower middle and middle brack- 
ets. The rates on incomes from DM 


2,400 to DM 7,200 were cut below the 
levels prevailing prior to the occupation. 
A series of special reliefs further re- 
duced income tax liabilities. 

Even these extensive reductions in 
income tax liabilities were considered 
inadequate by the German authorities. 
Soon after the transition period follow- 
ing the currency conversion, they 
pressed for acceptance of their original 
proposals for rate reduction. How- 





gate the severity of the individual income tax, es- 
pecially in the lower income groups. After going 
through the quadripartite machinery and_ emerging 
in January, 1948, as Control Council Law No. 61 
(the last of the Control Council Laws), only minor 
reductions in the lowest brackets remained of the 
original United States proposal. 

The official conversion ratio during the occu- 
pation has been 30 cents for both the Reichsmark 
and the D-mark. For purposes of tax burden com- 
parisons with the United States, however, it would 
seem that this ratio understates the value of the 


mark in terms of interns! purchasing power (at the 
same time that it is alleged by some to overstate 
the external purchasing power of the mark). For 
example, for a German income of DM 2,400 4 
comparable figure in the United States in terms 
living standards would be closer to $1,500 than to 
the $720 figure indicated by the 30-cent ratio 
Owing to the difficulty of selecting any one con- 
version ratio and the distortions which the author 
believes are introduced by using the 30-cent ratid, 
the German tax rates and yields throughout this 
article are not expressed in dollars. 
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ever, after finding the new proposals 
unacceptable to Military Government 
and certain German elements as well, 
they withdrew these and substituted a 
measure to enlarge the specific con- 
cessions granted by Law No. 64. This 
measure, Economic Council Ordinance 
No. 95, became law on April 20, 1949. 
Its provisions and the special reliefs of 
Law No. 64 are discussed below in the 
section, “Specific Income Tax Con- 
cessions.”” 

With respect to corporate income 
taxes, Law No. 64 made little change 
except to convert the progressive rates 
ranging from 35 to 65 per cent into a 
flat rate of 50 per cent, and to restore 
favorable tax treatment of intercor- 
porate dividends. No further change 
has been made since that time. 

Drastically cut, effective January 1, 
1949, were the taxes on property and 
inheritances. The property tax (Ver- 
moegensteuer) is an annual tax on net 
wealth, and should not be confused, as 
it often is, with the local real estate tax 
(Grundsteuer). It was levied by the 
Reich at rates of 0.5 per cent on the 
net worth of both individuals and cor- 
porations. The Control Council raised 
these rates to 1 to 2.5 per cent for in- 
dividuals and 2 to 2.5 per cent for cor- 
porations, and restricted the exemptions 
to a single exemption of RM 10,000 for 
the taxpayer himself. Law No. 64 re- 
duced the rate to 0.75 per cent for all 
taxpayers and restored exemptions for 
the spouse and children. 

Control Council Law No. 17 dealing 
with the inheritance tax had abolished 
all differentiation by degree of relation- 
ship, simply charging all heirs at the top 
rates. Law No. 64 restored such 
differentials, but imposed rates con- 
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siderably higher than those which had 
prevailed in 1945. The rates for sur- 
viving spouses and children, after an 
exemption of DM 20,000, now range 
from 4 per cent to 38 per cent (on the 
amount in excess of DM 10,000,000). 
Those for nonrelated heirs, after a 
vanishing exemption of DM 500, range 
from 20 per cent to 80 per cent (above 
DM 1,000,000). 

Law No. 64 also imposed a capital 
transactions tax, made minor changes 
in the motor vehicle tax, imposed the 
new coffee tax already mentioned, and 
made the agreed reductions in the to- 
bacco tax (the latter to take effect 
December 1, 1948). 

Monetary reform quickly proved the 
excise tax changes to be unsatisfactory 
and incomplete. The new tax on coffee, 
as well as the Control Council: taxes on 
tobacco, alcohol, and beer, put the 
prices of these commodities virtually 
out of reach. Widespread evasion de- 
veloped, especially as to the alcohol and 
coffee taxes. The German tax authori- 
ties had not anticipated that the black 
market price of coffee would fall so pre- 
cipitously. Before currency reform, the 
coffee sold at RM 400 per German 
pound (one-half kilogram); after- 
wards, it dropped to a price less than 
the amount of the tax. In the face of 
these facts, the only question remain- 
ing was how much the excises should be 
lowered. Consultation among German 
officials and representatives of the three 
occupying powers resolved this question 
at rates somewhat higher than those 
officially proposed by the Germans. 
The rates agreed upon were enacted as 
German legislation (Economic Council 
Ordinances Nos. 60, 61, 62, and 63) 
and went into effect in October and 
November, 1948, in all three zones. A 
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tax on tea was later added to the list of 
excises by Ordinance No. 82, effective 
March 10, 1949. The results of these 
actions in the excise tax field are sum- 
marized in Table 3. 
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income or types of activity are broad 
grants of discretionary authority quite 
foreign to administrative concepts in 
the United States. The special tax re- 
liefs introduced in 1948 and 1949 are 




















TABLE 3 
Excise Tax CHANGES IN 1948 
Cates! Military Govern- German 
Commodity Taxable Unit Counsell Lawe ment Law No. 64, Legislation, 
vs June, 1948 October, 1948 

eee eee Soe RE NER Ser Ore DM 30 DM 10 
ig aw Hectoliter DM 35-DM 118 No change DM 8-DM 22 
Schnapps (spirits) .... Hectoliter RM 11,470 No change DM 1,000 
Cigarettes» .... ...... Retail price 75-80% 70% 60% 
SES eS eee Retail price 70-80% 56% 46% 
PCH 6 dccbaricees UE pe Mee 7 52S One OL MEE NE Sn HTS DM 15 





® Tax graduated according to both strength of beer and quantity brewed per brewery. Price 
of average-strength beer dropped from DM 2.50 to DM 1 per liter after tax reduction. 


b Rates in Law No. 64 did not go into effect. 


Tax reductions dropped the price of cheaper 


cigarettes from DM 0.16 to DM 0.11 and of the average cigar from DM 0.65 to DM 0.35. 


© Tax effective March 10, 1949. 


Specific Income Tax Concessions 


A remarkable characteristic of Ger- 
man tax policy is the honeycombing of 
the tax laws, especially the individual 
income tax, with provisions designed to 
attain specific economic and social ends. 
Without any apparent doubts about the 
superiority of tax concessions over 
other forms of subsidy or any great mis- 
givings about the possible conversion of 
tax incentives into tax loopholes, Ger- 
man authorities have enormously 
broadened the scope of income tax con- 
cessions through Law No. 64 and 
Economic Council Ordinance No. 95.'° 
Coupled with this use of “ incentive 
taxation ” to promote specified uses of 


10 The Soviet Zone tax reform in April, 1949, 
carried the practice of discriminatory tax treatment 
to achieve social, economic, and political ends even 
farther than was the case in the Trizone. Earned 
income was given substantially more favorable treat- 
ment than property income. A special set of lower 
rates was also provided for the “ technical intelli- 
gentsia,” e.g., engineers, inventors, physicians, artists, 
and authors (but lawyers and tax consultants are 


interesting both for the specific ends 
they seek to accomplish and as an illus- 
tration of the German approach to 
taxation as an economic and social de- 
vice. These reliefs will be discussed as 
a group, without attempting to dis- 
tinguish between the changes made con- 
currently with monetary reform by 
Law 64 and those added in April, 1949, 
by Ordinance 95. 

Since a good share of the concessions 
were made in the form of deductions 
for particular types of expenditure, a 
few words are in order regarding the 
German system of allowances for “ pro- 
fessional expenditure ” and “ special ex- 
penditure.” The first group are the 
outlays made for the purpose of ac- 
quiring and maintaining income. 





specifically excluded from this group). Tax con- 
cessions were also granted to semi-socialized and so 
cialized undertakings. At the same time, the 
steeply progressive individual income tax was sub- 
stituted for the corporation income tax for all strictly 
private corporations. Plainly, the tax system is be 
ing used to further the program of socialization im 
the Soviet Zone. 
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Wage-earners are given a standard 
allowance of 312 marks a year on this 
account, or higher allowances if they 
can substantiate the actual expenses. 
Other taxpayers, known as “ assessed 
taxpayers,” must give proof of their 
actual outlay in all instances. For 
“special expenditures,” wage-earners 
are also allowed a standard deduction of 
312 marks a year, subject to increase 
(within the limits noted below) for 
proven higher outlays. 

The two laws broadened the allow- 
ances for “‘ special expenditures” both 
qualitatively and quantitatively. The 
laws restored insurance premiums and 
building and loan association contri- 
butions as deductible expenses and went 
on to provide that investments in co- 
operative societies and in other organi- 
zations approved by the tax authorities 
could henceforth also qualify for de- 
duction. Apart from these savings 
stimulants, the new legislation classified 
as eligible for deduction those expendi- 
tures which were made to replace house- 
hold effects and clothing lost during the 
war or as a result of persecution and 
expulsion. The quantitative ceilings on 
these deductions were raised from 300 
marks per capita to 800 marks for the 
taxpayer and 400 marks each for the 
spouse and children. An additional 200 
marks was granted to a single person, 
300 marks to a married person, for the 
replacement of household effects. If 
the expenditures for these purposes ex- 
ceed the stated limits, one-half of the 
excess is deductible, but the deduction 
must not exceed 15 per cent of the tax- 
Payer’s income, or 30,000 marks, 
whichever is lower. Entirely outside of 
these limits, a ‘special deduction was 
granted to the extent of 50 per cent of 
the undistributed profits of an unin- 
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corporated business, subject to a maxi- 
mum of 15 per cent of total profits. In 
the case of taxpayers aged 50 or more, 
and whose income is mainly earned, all 
of the foregoing limits are doubled 
(presumably because the time such tax- 
payers have for saving is limited). 

Both to stimulate capital formation 
and as a measure of social justice, ac- 
celerated depreciation was provided in 
cases of replacement of business assets 
destroyed during the war. The ac- 
celerated allowances are: 50 per cent in 
the first two years for machinery and 
equipment; 10 percent in each of the 
first two years for dwellings, factories, 
and farm buildings; 15 per cent in each 
of the first two years for ships. Other 
concessions for investments in housing 
were also granted in the form of full 
deductibility from profits of grants or 
non-interest-bearing loans made to pub- 
lic and private housing organizations. 

The most startling of the special re- 
liefs puts an effective-rate ceiling of 50 
per cent on the profits of unincor- 
porated businesses if the owner meets 
the following conditions: (1) he must 
restrict his withdrawals for private con- 
sumption to DM 15,000, i., DM 
30,000 less the 50 per cent tax; (2) he 
must earmark the retained profits in his 
books and invest them (a) by plough- 
ing back into the business that pro- 
portion which is represented by the 
value of the business assets divided by 
the business turnover, and (b) by using 
the balance to buy long-term securities 
approved by the tax authorities. By 
the ingenious device of (2) (a), the 
balance is weighted in favor of heavy . 
industry and against such undertakings 
“as night clubs and the like.” 


11 The 50 per cent rate was chosen because it 
equals the corporate income tax rate. Thus, apart 
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Finally, steps were taken to remove 
tax deterrents to subsidiary work and 
overtime. For independent professional 
men or employees, a special lower rate 
scale ranging from 10 per cent to 40 
per cent is applied to subsidiary earnings 
from scientific, literary, or artistic 
sources (e.g., lecture fees). Overtime 
pay has been almost completely ex- 
empted by providing that the additional 
pay equivalent to the regular hourly 
pay shall be taxed at only 5 per cent, 
while further additions and all pay for 
Sunday, holiday, and night work shall 
be completely tax-free. 

How much revenue loss: is involved 
in this series of special tax benefits is, of 
course, conjectural. That it can be very 
substantial is evident. What explains 
the preference for granting tax re- 
ductions in this form rather than in 
further decreases in rates? In large 
part, it is the avowed objective of mak- 
ing a sharper economic instrument out 
of the tax system—of enlarging savings 
and promoting investment (even par- 
ticular kinds of investment) without at 
the same time releasing too much con- 
sumer spending power; of granting tax 
relief to those who have suffered from 
the war without extending it to those 
who have not; of benefiting especially 
desirable types of work without also 
granting the tax reduction for perform- 
ance of ordinary work. It has also 
been suggested by German officials that 
a series of flank attacks via special con- 
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from the capital formation motive, the provision was 
designed to meet the criticism that unincorporated 
businesses were taxed more heavily than the 
G.m.b.H.’s (Gesellschaft mit beschraenkter Haftung, 
a limited liability company or non-stock corporation, 
which is the form of organization used by “ one- 
man” enterprises). However, according to the 
Wirtschafts Zeitung, July 13, 1949, the new pro- 
visions had not stemmed the tide of conversion of 
unincorporated enterprises into G.m.b.H.’s. 
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cessions is a more palatable form of tax 
reduction to the occupying authorities 
than a direct assault on the rates—and 
they are undoubtedly right.” 

Logical as the special concessions may 
eem, it will be extremely difficult to 
prevent their use for purposes of tax 
avoidance. For example, what is to 
prevent a taxpayer with a savings ac- 
count from investing it in, say, a build- 
ing and loan association and then de 
ducting it as a “special expenditure”? 
Only taxes, not income, will have been 
saved. Policing the overtime-pay ex- 
emptions may also prove very difficult, 
Tax avoidance and evasion may be fore- 
stalled by a higher level of tax discipline 
among German taxpayers than among 
taxpayers elsewhere, but the under- 
mining of compliance morale which 
has taken place in recent years in Ger- 
many makes this unlikely. The special 
concessions will bear careful watching 
to see that they in fact serve the ends 
for which they were granted. 

In spite of the widespread use of the 
tax system for specific economic put- 
poses, its use as a weapon of more 
general anti-cyclical policy has not 
gained much official recognition in 
Germany. Relatively little consider- 
ation is given to the possibilities of 
“‘ automatic stabilizers ” or anti-cyclical 
changes in rates. The concept of the 
government’s budget as part of the 
nation’s economic budget has not yet 
penetrated far in Germany. There are 
many reasons for this, not the least of 
which are economic and political dis- 
organization, intellectual isolation, and 
the pervading nature of the problem of 
capital formation. The fact remains 
that, as a modern tool of aggregative 

12E.g., “Gestoppte Steuerprogression,” Wirt 


schafts Zeitung, January 12, 1949 (by Dr. Mattes 
one of the Finance Ministers). 
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economic control, fiscal policy in Ger- 
many is not yet highly developed. 


Effects of Tax Revision 


On the basis of experience to date, 
what effects has the 1948-1949 revision 
had on revenues, on distribution of tax 
burdens, and on tax administration and 
compliance? 

The revenue effects are reflected in 
Table 4, which compares tax yields in 
the last fiscal year prior to tax and cur- 
rency reform (April 1, 1947-March 31, 
1948) with those projected for the 
calendar year 1949 on the basis of first- 
quarter yields. Contrary to the fears 
of some of the Allied tax experts, there 
is every evidence that post-reform 
revenues will exceed pre-reform rev- 
enues. The productive forces set in 
motion by the monetary reform, to- 
gether with greater imports (among 
which tobacco and coffee play a partic- 
ularly important role, taxwise) and 
better harvests, have brought about a 
very rapid revival in revenues. The 
turnover tax, the tobacco tax and other 
excises, and the corporation income tax 
played the major role in this revival. 
Increases in these sources more than off- 
set the sharp contraction in the prop- 
erty and inheritance tax revenues which 
resulted from rate reductions by tax re- 
form as well as base reductions by 
monetary reform. 

The recovery of revenues is also re- 
flected in the condition of the Laender 
(state) budgets in the Trizone. Al- 
though expenditures exceeded revenues 
by DM 957 million from June 21, 1948, 
to December 31, 1948 (DM 6,231 
million expenditures against DM 5,274 
million revenues), the first quarter of 
1949 showed a surplus of DM 246 
million (DM 3,473 million against DM 
3,719 million). Again, fears of in- 
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flationary deficits have not material- 
ized.* 

With respect to burden distribution, 
it appears from Table 4 that the tax 
reform tipped the over-all balance 
toward the indirect taxes. Classifying 
the individual and corporate income, 
property, and inheritance taxes as direct 
and the remainder as indirect (a classi- 
fication not conforming to the official 
German designations, which classify the 
turnover tax with the direct taxes), one 
finds that 57 per cent of the 1947-48 
total consisted of direct taxes compared 
with only 47 per cent of the 1949 total. 


Running counter to the shift of bur- 
dens to lower-income groups implied by 
these aggregates were several special in- 
come tax provisions particularly bene- 
fiting wage-earners and others in the 
lower brackets. Rates were cut most 
sharply in the lowest brackets. The 
German system of granting lump-sum 
rather than percentage standard de- 
ductions is also advantageous to the 
lowest income groups; increases in such 
deductions increase the progressiveness 
of the tax. The net effect of these two 
factors has been to reduce the income 
tax liabilities of taxpayers in the lowest 
brackets below their 1936 levels. The 
overtime pay exemptions are another 
factor favoring the small income earner. 
Finally, both the interests of equity in 
general and the interests of low-income 
groups in particular were served by the 
introduction of a system of refunds of 
withheld taxes (largely in response to 
pressure from British and American 
military government officials). In con- 
trast with the previous system under 
which withholding itself constituted 
the income tax on wage-earners, a 
single basic table now applies to all tax- 


13 Bizonal Department for Finance, op. cit., p. 192. 
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payers, and employees are entitled to 
year-end refunds of overwithheld taxes. 

One desirable end to which the tax 
reform did a disservice was that of ease 
of administration and compliance. The 
law has become so complicated that, 
according to newspaper reports, even 


TABLE 4 


Tax REVENUES IN THE TRIZONE BEFORE AND 
AFTER MONETARY AND TAX REFORM 2 














Before: After: 
Fiscal Year Calendar 
Tax 1947-48 Year 1949 
(actual) (estimated)» 
RM Million DM Million 

Individual income .. 5,654 5,400 
Corporation income . 755 1,450 
a 1,506 90 
Inheritance ........ 198 15 
go eee rere 2,329 3,650 
BONG =r. c 6h b0-ce0 « 1,675 2,000 
| See 570¢ 170 
PN re ee 215¢ 320 
TROD ise < osien ory 09 5 oe 270 
(SSE Ore Sicha 25 
CR iti Widiivescs 180¢ 370 
ee 170¢ 160 
Motor vehicle ...... 284 460 
OE View ves ous 775 720 
Berlin Emergency 

1 Lee eee isd __ 200 

EE Scieckes>e 14,311 ¢ 15,300 € 





Sources: 1947-48: OMGUS, Monthly Report of 
the Military Governor, Statistical An- 
nex, XXIII (January, 1949), 230-231; 
ibid. XVII (July, 1948), 62; Office 
memoranda, Bipartite Control Office. 
1949: Bank Deutscher Laender, Mo- 
natsbericht, May, 1949; Bizonal De- 
partment of Finance, Amtliches Mit- 
teilungsblatt, July 13, 1949. 


®Fiscal year runs from April 1 through 
March 31. Monetary reform became effective 
June 20, 1948. Tax reform not fully effective 
until January 1, 1949. The revenue data refer 
to the tax fields formerly controlled by the 
Reich. The excluded local taxes constitute less 
than 10 per cent of total tax revenues in the 
Trizone. 

b Estimates based principally on revenues for 
January-March quarter, but adjusted where 
necessary for trends revealed for the five- 
month period, January-May. 

¢ French Zone revenues estimated on basis of 
first six months’ revenues. 

€ Consists of small surtax on individual and 
corporation income taxes and DM 0.02 on each 
postal communication. 


NATIONAL TAX JOURNAL 


[ Vox. I 


administrative officials are confused on 
some of its provisions. A German 
group has been set up in Frankfurt to 
study methods of simplifying tax laws 
and tax compliance. The additional 
burdens placed on the tax adminis- 
tration, especially in the form of various 
discretionary provisions, have been very 
great. This has interfered with the 
drive on tax evaders, and the expected 
improvement in tax morale has not yet 
developed. 

Although the tax reforms and re- 
ductions strike an outside observer as 
very extensive, both German official 
circles and the German press are calling 
for still further tax revisions. In fact, 
the action concurrent with monetary 
reform is now sometimes referred to as 
the “little tax reform.” It is alleged 
that the rates in the middle and higher 
brackets are still so high as to dull 
economic incentives and _ generate 
evasion. A “thoroughgoing”’ revision 
is called for and, in many quarters, is 
expected when the Western German 
Government becomes a _ functioning 
reality. Higher revenues and lowered 
occupation costs are expected to provide 
the leeway for further downward re- 
visions. Whether these hopes are pre- 
mature—as they would appear to be in 
a country characterized by almost 





eFor a more complete picture of tax reve- 
nues in postwar Germany, there should be 
added to the 1947-48 figure RM 83 billion 
for the Soviet Zone and about RM 145 billion 
for Greater Berlin, bringing the total to roughly 
RM 24.1 billion. On the basis of January, 
February, and March revenues, it has been esti- 
mated by the Soviet Zone Economic Commis- 
sion that annual revenues after tax reform in 
the Soviet Zone will be DM (East) 7.2 billion 
(Wirtschafts Zeitung, July 20, 1949). Adding 
to this estimated 1949 revenues of DM (West) 
580 million for the western sectors of Berlin 
and DM (East) 765 million for the Soviet See- 
tor (Wirtschafts Zeitung, July 13, 1949) brings 
the post-reform annual tax revenue for Ger- 
many to about DM 23.7 billion. 
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limitless demands on the public purse 
for repair of war’s ravages—remains to 


be seen. 


THE CAPITAL LEVY 


Just as the economic logic of mone- 
tary reform demanded simultaneous 
tax reform, so considerations of dis- 
tributive justice demanded the enact- 
ment of a capital levy combined with 
an equalization of burdens. From the 
standpoint of eliminating a heavy cloud 
of uncertainty and alleviating social in- 
justices and resentments, the capital 
levy and equalization plan (the La- 
stenausgleich) should have been an- 
nounced at the same time as monetary 
reform. However, the knowledge on 
the part of the German authorities that 
responsibility for this measure would be 
thrust on them came so late in the day, 
and the uncertainties were so great, that 
it proved impossible to do so.“* In- 
stead, it was merely made clear that 
there was to be such a measure, and that 
the competent German authorities were 
to prepare it for enactment by Decem- 
ber 31, 1948. To date, only a pre- 
liminary levy on capital, to be used 
mainly for relief of those impoverished 
by war, has been prepared.’® The final 


14Two major attempts were made at the quadri- 
partite level to work out a suitable capital levy for 
all of postwar Germany. The first, in 1946, re- 
sulted in a large area of agreement among members 
of the Taxation Committee, but the draft levy it 
drew up was tabled at higher levels of the Allied 
Control Authority. The second attempt, early in 
1948, revealed that the areas of difference had broad- 
ened rather than narrowed. Little progress to%a.J 
a resolution of the basic differences had teen made 
at the time of the Soviet withdrawal from the Con- 
trol Council. Some additional work was then done 
at the tripartite level, but the attempt to develop a 
draft law was abandoned when it was decided to 
shift responsibility for the levy to the Germans. 


15 Originally submitted to the occupying authori- 
ties for approval late in 1948, it was returned to 
Bizonal officials several months later for revision, 
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capital levy is to be the work of the new 
government for Western Germany. 

What role is the capital levy expected 
to play in postwar Germany? Certain- 
ly not the role generally assigned to the 
levy in post-World War I thinking, 
when the predominant note was re- 
duction of the national debt. The 
several European capital levies of the 
post-World War II period have been 
conceived of primarily as direct instru- 
ments for accomplishing monetary re- 
form, or as equalizers of the real bur- 
dens of war and the money burdens of 
such reform. Monetary reform already 
having been carried through by a direct 
and drastic liquidation of money and 
money claims, the predominant note in 
German thinking is equalization. Those 
least hit by war, postwar dislocations, 
and monetary reform should be levied 
upon to compensate those hardest hit. 
Though the economic effects of such a 
transfer of wealth or income are not 
ignored, the motivating force is the cor- 
rection of social injustice. 

The list of claimants and the mag- 
nitude of claims on the proceeds of the 
prospective capital levy are staggering. 
Three major groups are in the front 
ranks of the claimants. The first is the 
group whose real property has suffered 
war damage. In the Bizone alone, this 
group had put in claims for over RM 90 
billion by the end of 1944 under the 
Reich plan for compensation of war 
damage. Destroyed and damaged 
dwellings in the Trizone number 4.5 
million; their assessed value is in the 
neighborhood of 35 billion marks. A 
second group are the upwards of 
7,000,000 refugees residing in the 





mainly to incorporate an exemption for United 
Nations nationals. It was resubmitted to the three 
military governments in June and was approved in 
August, 1949, 
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Trizone. Their claims, too, have been 
estimated at roughly 35 billion marks. 
The third group are the 20 to 30 
million losers in monetary reform. 
While no one would maintain that all 
of the cancelled Reichsmark funds, 
totalling well over 100 billion marks, 
provide a basis for Lastenausgleich 
claims, there are strong demands for 
recognition of the differentially harsh 
effect of currency reform on holders of 
certain types of money assets. For ex- 
ample, that part of the cancelled money 
which represented savings made in 
“hard money ” before 1940, estimated 
at 35 billions, is cited as having a sound 
claim for compensation, provided that 
an administratively feasible method to 
establish the necessary facts can be de- 
veloped. Debts of the Reich, wiped 
out by currency reform, are also con- 
sidered a valid basis for a claim in so 
far as they are in the hands of individ- 
uals (which was true of only about 
10 per cent of the Reich debt of ap- 
proximately RM 400 billion) .”° 

Another group of claimants are those 
who have suffered losses by confiscation 
of foreign assets, by dismantling, and 
so forth. Apart from the claims for 
property losses, what of the personal 
losses suffered by reason of war injuries, 
persecution, or the war death or im- 
prisonment of some member of the 
family? Where are the boundaries to 
be drawn, and what priorities are to be 
assigned? No easy answers are forth- 
coming. 

What tax base is available to bear the 
heavy burdens implicit in these claims? 
Estimated assessed valuations of all 
potentially taxable real estate and 
business property in the Trizone as of 


16 The estimates are based on data presented in 
“ Zertifikate oder Renten,” Wirtschafts Zeitung, June 
11, 1949. 
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the date of currency reform total §7 
billions. “‘ Other property ” brings the 
figure to around 100 billions” 
Wealth in the form of money and 
money claims, already having been 
written down to 6.5 per cent or 10 per 
cent of its former nominal value, is not 
generally included in the potential bas 
and would in any event not contribute 
much to it. Apart from the levy on 
existing wealth, a tax on wealth incre- 
ments during the war and _ postwar 
period would provide some additional 
funds.’* 


It is clear that, at the very best, the 
levy cannot provide more than frac- 
tional compensation of recognized 
claims. How large that fraction might 
be depends on how several basic issues 
are resolved. The level of rates (50 
per cent is often mentioned) and the 
valuation base (prewar or postwar) 
will, of course, influence the result. But 
the most basic issue, upon which the 
nature of the Lastenausgleich depends, 
is whether the levy shall be essentially 
(a) a single-event redistribution of 
capital assets involving payments and 
distributions in kind (probably em- 
ploying a mortgage device to effect the 
transfers), or (b) a special form of re- 
current property taxation, paid mainly 
out of current income over a long 
period. 

The two alternatives would differ 
vastly in their equity and economic 
effects. The first is associated with an 
equalization aimed mainly at resto 
ation of a prewar status as to distribu- 


17 [bid. 


18 Although an increment tax was included im 
most of the Allied thinking on the capital levy, it # 
not clear whether the German plan will include on 
While granting the desirability of such a tax om 
equity grounds, German officials have stressed the 
great administrative obstacles it would encounter. 
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tion of wealth, a transfer of assets be- 
tween war losers and non-losers. The 
second is more often associated with a 
new distribution of wealth, an equali- 
zation between the haves and the have- 
nots. The first would probably not be 
accompanied by sharp reductions in 
potential capital formation, since it 
would provide relatively little support 
for current consumer spending. Un- 
der the second, funds would be paid to 
the needy over a longer period, and 
would tend to support consumption at 
the expense of capital formation. To 
state the differences so sharply is prob- 
ably unrealistic in terms of the political 
compromise which the final Lasten- 
ausgleich will represent, but it serves to 
define the issues. 

Very possibly, the final levy casts its 
shadow before in the preliminary 
Lastenausgleich (Economic Council 
Ordinance No. 71-A, “‘ Ordinance to 
Alleviate Social Hardship”) expected 
to take effect in the Fall of 1949. On 
the assessed values in excess of a gradu- 
ally vanishing exemption of DM 3,000, 
the measure imposes a 2 per cent tax on 
real estate where total value does not 
exceed DM 15,000; 3 per cent on real 
estate of higher values; and 2 per cent 
on dwellings. A special tax of 4 per 
cent is levied on “necessary” inven- 
tories, to be raised to 15 per cent for 
“excessive” inventories. The proceeds 
(estimated at DM 2.75 billion) are to 
be used first for subsistence aid to 
refugees, political persecutees, and those 
who have suffered war damage or losses 
in the currency reform. In so far as 
funds are still available, they are to be 
used on behalf of the same groups for 
vocational education, reconstruction, 
restoration of household effects, and 
financing of trade or industrial projects. 
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Here is every indication of compro- 
mise. The socially destitute are to be 
helped (a transfer from haves to have- 
nots) if they are refugees or persecutees 
or if they have valid war damage or 
currency reform claims (a transfer 
from non-losers to losers). The bulk 
of the revenues will be paid out as re- 
lief payments and will, in considerable 
part, support consumer spending at the 
expense of capital formation, but some 
will go directly into investment. Per- 
haps this foreshadows a workable com- 
promise in the final equalization plan, 
one which would make funds available 
on a joint needs-loss basis, but restrict 
their use in various ways so as to channel 
a substantial proportion into housing, 
small business establishments, and other 
capital-forming channels. 


DISTRIBUTION OF TAXING POWERS 


By formalizing the split which had 
long since existed between East and 
West Germany, monetary reform 
helped set the stage for establishment 
of a responsible government for 
Western Germany.’® In so doing, and 
in assigning the capital levy to German 
competence, it accelerated consideration 
of, and decisions on, the distribution of 
taxing powers among the different 
levels of government. 

Throughout tripartite negotiations, 
the Six-Power Conference in London 
(April 20-June 1, 1948), and German 
negotiations on the establishment of a 
German government, the question of 
how finance powers should be distrib- 
uted was at the very center of the con- 

19 The symbolic importance of the separate cur- 
rency in setting off the Trizone from the Soviet 
Zone (which carried through a currency reform of 
its own in two steps during June and July, 1948) is 
indicated by the German practice of referring to 


the Trizone since June 1948 as the “ Wachrungsge- 
biet,” i.e., the “ currency area.” 
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troversy over centralization versus de- 
centralization. The fear that excessive 
financial powers vested in the central 
government could be too easily bent to 
the uses of an authoritarian-minded 
regime was especially underscored by 
the security-conscious French. The 
fear that financial decentralization 
might undermine the central govern- 
ment’s ability to carry out a satisfactory 
economic policy, together with con- 
siderations of administrative efficiency, 
led the British to take a generally cen- 
tralist point of view. The American 
position, although inclined toward de- 
centralization, recognized the merits in 
both positions in the finance area and 
tried to work out a middle way. A 
middle course was in fact adopted in 
the London Agreement (signed on 
June 1, 1948, by the United States, 
Great Britain, France, the Netherlands, 
Belgium, and Luxemburg). The Bonn 
Parliamentary Council, the German 
group responsible for drafting the Con- 
stitution or “Basic Law,” was in- 
structed accordingly. 

Although there was a clash in the 
Council itself between the “ section- 
alists ” and the “ centralists,” the latter 
apparently prevailed. Twice, the 
American, British, and French Military 
Governors were moved to suggest 
changes to avoid over-centralization in 
the finance field. Yet, as approved by 
the Military Governors on May 12, 
1949, the Basic Law goes further toward 
centralization of taxing powers than 
was originally contemplated by the six 
powers or expected by most informed 
Germans. 

Before outlining the tax provisions of 
the Basic Law, it should be noted that 
neither the Allies nor the Germans 
thought of the distribution of taxing 


powers in traditional tax-by-tax terms, 
Rather, thinking proceeded in terms of 
the component parts of the taxing 
power in general: (1) the right to 
legislate (and adjudicate); (2) the 
right to administer; and (3) the right 
to receive the revenues. Instead of as 
signing this tax to one level of govern- 
ment and that tax to another, this ap- 
proach may, for example, assign legis- 
lative competence in a given field to the 
federal level and administrative com- 
petence to the state level, and provid: 
that the revenue be shared between the 
two. 

Another novel aspect of the back- 
ground to the allocation of revenue 
powers is the nature of the upper house 
(the Bundesrat) in the new central 
government. Its members are not 
selected by a vote of the electorate but 
are appointed by the eleven state legis- 
latures and serve as representatives of 
the state governments. Adoption of 
this legislative mechanism paved the 
way for assigning wider taxing powers 
to the new German Bund than would 
otherwise have been countenanced. 
Among the federal laws which require 
Bundesrat approval are all laws “on 
taxes, the yield of which accrues in en- 
tirety or in part to the states or locali- 
ties. ...”°° This unusual device is 
heavily relied upon to curb tendencies 
toward overcentralization without de- 
priving the federal government of the 
tax powers needed to maintain uniform- 
ity and to serve the ends of economic 
policy.” 


20 Basic Law, art. 105, para. 3. 


21 J%¢ should be noted, however, that the Basic Law 
severely limits the possibilities of deficit financing, 
virtually adopting the provisions of the Weimat 
Constitution in this respect. Under article 115, 
borrowing may be undertaken “only in the case of 
extraordinary need and as a rule only for expend 
ture for productive purposes...” 
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With respect to tax legislative powers, 
the Bund is given exclusive jurisdiction 
over customs and financial monopolies 
and concurrent jurisdiction over virtu- 
ally all other major sources of tax 
revenue.” Such concurrent jurisdiction 
must be exercised with respect to taxes 
whose revenues accrue in part or whole 
to the Bund and may be exercised (un- 
der the general provisions of article 72) 
where “‘ the preservation of economic or 
legal unity demands it,” or where a 
single state cannot effectively regulate 
the matter at hand. 


With respect to administrative com- 
petence, article 108 specifies that cus- 
toms, financial monopolies, the excise 
taxes subject to concurrent legislation, 
the transportation tax, and the turn- 
over tax shall be administered by the 
federal finance authorities. The ad- 
ministration of the individual and cor- 
porate income taxes (if the Bund makes 
a claim on their revenues) and the capi- 
tal levy may either be handled by the 
Bund or delegated to the states. The 
federation may pass legislation dealing 
with taxes administered by state tax 
authorities to “‘ regulate the structure of 
these authorities, the procedure to be 
applied by them, and the uniform 
training of the officials.” 

With respect to the division of 
revenues, the proceeds of customs, 
financial monopolies, the turnover tax, 
excises other than the beer tax, the 
transportation tax, and the capital levy 
shall accrue to the Bund. It may also 
lay claim to the income taxes. The 
revenue from other taxes shall accrue 
to the states and local units in accord- 


22 Art. 105. The allocation of taxing powers is 
covered in articles 105 to 109, and further finance 
Powers, in articles 110 to 115. 


ance with state legislation. Table 4 in- 
dicates that, apart from the capital levy, 
the sources definitely assigned to the 
Bund account for about 45 per cent of 
total revenues, and the income taxes to 
which it has access account for 40 per 
cent more. 

From this review it is clear that the 
allocation of taxing powers goes far to- 
ward centralization, even if the Bumd 
does not make full use of its concur- 
rent powers. Does it go too far? In 
part, the answer depends on how effec- 
tive the Bundesrat proves to be as a curb 
on over-centralization. In part, the 
answer depends on one’s faith in decen- 
tralized fiscal powers as a bulwark 
against totalitarianism or in centralized 
fiscal powers as an instrument of eco- 
nomic stability and security. Can a 
proper distribution of taxing powers 
thwart a totalitarian movement by 
holding vital financial means out of its 
reach? If it controls the central bank 
and the printing of currency, probably 
not. Can decentralized financial re- 
sponsibility develop the grass roots of 
self-government and thus build a bul- 
wark against fascism or communism? 
In the long run, it can certainly con- 
tribute materially to this process. 


On the other hand, government can- 
not hope to survive in democratic form 
if decentralization deprives it of the 
machinery necessary to rebuild eco- 
nomic life and to avoid extremes of de- 
pression and inflation. Given two con- 
ditions—that the centralized tax powers 
are utilized effectively as instruments of 
economic policy, and that the Bundesrat 
is vigilant in its watchdog role—the 
rather high degree of tax centralization 
may well serve rather than endanger 
the interests of democracy in Germany. 
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THE LOS ANGELES CITY SALES TAX 
ADMINISTRATION 


WALTER C. PETERSON * 


oie LOS ANGELES City Sales Tax 
Ordinance was adopted in 1946 in 
response to a need for revenue arising 
out of an unprecedented expansion dur- 
ing the war. In the three years since 
the ordinance went into effect the City 
has received $28.5 million from this 
source. The total amount of revenue 
collected by the Office of the City Clerk 
from license taxes and the sales tax was 
$42.6 million in this three-year period. 
This is an increase of 670 per cent over 
the amount of taxes handled by the 
office in the previous three years. 

We feel that we have been very suc- 
cessful in administering the sales tax, 
especially in view of the fact that so 
little time was available for advance 
planning of our organization and pro- 
cedures. In order to stress the impor- 
tance of the time factor, I believe that 
it is necessary to describe the changing 
situation of our City for a period of 
years preceding 1946. 


Need for Additional Revenue 


During the decade of the trying 
*thirties and continuing through the 
period of the war, cities of California 
were faced with a revenue problem 
which steadily grew more serious. Our 
cities were forced to live in a financial 
straight jacket imposed by an ad va- 
lorem tax restricted by charter or statu- 


* The author is city clerk and tax collector, ex 
officio, of the City of Los Angeles, California. 


tory tax limitations. In Los Angeles, 
as in other cities in California, revenues 
were inadequate to finance even mini- 
mur needs. In the preparation of the 
budget each year, instead of determin- 
ing the needs of the City, an estimate 
of revenue was made and department 
requests were considered in relation to 
each other; drastic cuts were made to 
bring requests within estimated reve- 
nues. This situation was brought about 
in Los Angeles principally by a fixed 
tax rate of $1.25 per $100 of assessed 
valuation. Assessed values during the 
1932 depression dropped $600 million; 
as late as fiscal 1946-47 they were still 
below the figure for 1930, notwith- 
standing a 46 per cent increase in 
population. 

For years Los Angeles had enjoyed 
healthy growth. During the war this 
growth was tremendously accelerated. 
The concentration of war industries and 
many military installations in this area 
were responsible for a tremendous influx 
of people. Many of us expected that 
many of these visitors would become 
permanent residents, and by the latter 
part of 1945 we were convinced that 
our expectations had been correct. Los 
Angeles had absorbed another “ city” 
the size of Cincinnati, Ohio. Enough 
housing was under construction, or was 
proposed and later completed, to house 
the entire population of the State of 
Arizona. The hard fact was that the 
revenues of the City of Los Angeles did 
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not begin to meet even the basic needs 
of government. Unless something could 
be done quickly, our City might con- 
ceivably become an extremely unsafe 
place to live and work. A breakdown 
of services would be inevitable. 


New Revenue Measures 


Many plans to provide an increase in 
revenue were examined. Hearings were 
held. Businessmen and the general pub- 
lic were heard. A City sales tax was 
proposed, discussed, and thoroughly 
scrutinized. The advice of tax consult- 
ants was sought, and the City Council 
met with Carl Chatters, at that time the 
Executive Director of the Municipal 
Finance Officers’ Association, and with 
Malcom Davisson, Tax Consultant of 
the League of California Cities. It was 
estimated that a City sales tax of 2 of 
1 per cent, closely patterned after the 
California State sales tax of 2.5 per cent, 
would bring in additional revenue of 
about $8 million a year. 

An ordinance imposing the sales tax 
was adopted by the City Council April 
8, 1946, and became effective May 11, 
1946. Other new revenue measures 
adopted were increases in the license 
taxes on wholesale and retail businesses, 
a license tax on fabricators and proc- 
essors, an occupational and professional 
license tax, and a license tax on con- 
struction contractors. These were 
closely related to business license taxes 
already in effect and therefore did not 
present an entirely new problem of 
administration. 


Installation of New Organization 


We had only about thirty working 
days in which to solve our tremendous 
new organizational problem. We are 
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extremely gratified that the plan formu- 
lated immediately upon the passage of 
the law and basically installed in the 
following thirty days has remained 
essentially unchanged and that it has 
firmly supported the structure of de- 
tailed procedures necessary to the ad- 
ministration and enforcement of the 
law. 

In Los Angeles the administration of 
business licenses has been the duty of 
the City Clerk since the enactment 
of the first business license ordinance in 
1889. The enforcement of the ordi- 
nance, originally the responsibility of 
the Police Department, was transferred 
to the City Controller in 1934 and to 
the City Clerk ten years later. We 
anticipated the ultimate necessity for 
additional revenue and, over a period of 
years prior to 1946, had collected from 
the Municipal Finance Officers Associa- 
tion and from various cities information 
on the administration of a vastly ex- 
panded revenue program. Maximum 
dividends were received from this in- 
vestment in preparedness following the 
adoption of the sales tax. 

The sales tax required the establish- 
ment of an organization for adminis- 
tration and enforcement reaching far 
beyond the capabilities of the then- 
existing Business License Tax Division. 
More than 50,000 new taxpayers’ ac- 
counts and a minimum of 500,000 
additional transactions a year were 
anticipated. 

The organization which had been 
developed to administer, enforce, and 
account for business license taxes in 
effect prior to 1946 was the foundation 
on which to erect our organization 
necessary to handle our greatly ex- 
panded operation. Owing to additional 
business license tax ordinances, rate 











234 NATIONAL TAX JOURNAL [Vou J 


changes in existing ordinances, and the 
sales tax, many changes in the existing 
organization were necessary. Periods 
had to be set aside for the instruction 
of some of our experienced personnel in 
the legal aspects of the new laws, par- 
ticularly the sales tax, which was com- 
pletely different from laws previously 
administered by the Business License 
Tax Division. Our anticipated prob- 
lems were examined, and a series of con- 
ferences with key personnel were held. 
As a result of our analysis and discus- 
sions the following basic organizational 
plan was formulated for the License and 
Sales Tax Division of our office: 


LICENSE AND SALES TAX DIVISION 


CHIEF, LICENSE AND SALES TAX DIVISION 
ASST. CHIEF, LICENSE AND SALES TAX 
DIVISION 


INSPECTION AND ENFORCEMENT SECTION 
BUSINESS LICENSE SECTION 
AUDIT SECTION 
ACCOUNTING SECTION 
TELLER SECTION 
CENTRAL FILES SECTION 


A Problem in Public Relations 


Since the adoption of new revenue 
measures had been opposed by tax- 
payers’ associations and other civic 
groups, we were confronted with a pub- 
lic relations problem. It was deter- 
mined, therefore, that informal and 
courteous notices informing all retailers 
of the City sales tax, their responsibili- 
ties in connection therewith, and the 
manner in which the tax could be passed 
on to the consumer should go forward 
to each retailer with a copy of the ordi- 
nance prior to its effective date. 


Where were we to obtain a list of 


retailers operating within this City) 
An arrangement was made with th 
California State Board of Equalization 
for access to their sales tax index records 
maintained in Sacramento. These ree. 
ords are segregated by counties but not 
by cities. A small truck was dispatched 
to Sacramento posthaste. It bore 4 
member of our staff and 200,000 blank 
I.B.M. cards. Our staff member’s assign. 
ment was to obtain the reproduction, in 
duplicate, on cards, of the Board’s index 
record for Los Angeles County. After 
completion the cards were brought to 
Los Angeles and hand sorted to segre. 
gate the approximately 60,000 retailers 
in the City of Los Angeles from thos 
in other parts of the County. 

The first notice to all retailers in the 
City, including a copy of the ordinance 
which levied the tax, was placed in the 
mail five days prior to the effective date 
of the ordinance. It is believed that 
opposition to the sales tax was largely 
allayed by an immediate and forthright 
administrative procedure. A series of 
conferences was held with represents 
tives of the Chamber of Commerce, 
When the Chamber of Commerce 
adopted a policy of full cooperation and 
advised its members to conform to the 
new law, we knew that definite progres 
had been made in our long-range public 
relations program. 

Every effort was made through local 
publications and radio stations to fully 
inform every potential taxpayer. We 
believe that this intensive effort was 
largely responsible for the fact that 
when the first returns were filed in July, 
1946, only 3 out of approximately 
60,000 returns received were paid under 
protest. 
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Expansion of Existing Organization 


As was to be expected, we were beset 
by personnel problems from the begin- 
ning. Our initial problem was to obtain 
a revision of our budget to provide for 
additional personnel. In the absence of 
civil service eligible lists it was necessary 
to conduct a recruitment campaign to 
find qualified persons. Despite every 
precaution, our initial turnover was 
high. This can be attributed to general 
economic conditions at the time and low 
entrance salaries offered by a five-step 
salary plan. To expedite changes and 
reduce confusion, a flexible organization 
chart was developed. It is composed of 
movable strips, one for each employee, 
and shows the assignment, classification, 
date of appointment, salary, and civil 
service status of each employee. 


Accounting for the Tax 


In anticipation of the adoption of the 
sales tax, I had, accompanied by two 
assistants, visited three relatively small 
California cities that had adopted local 
sales taxes during the preceding two- 
year period. We also spent three days 
in the head office of the California State 
Board of Equalization studying the ad- 
ministration of and accounting for the 
State sales tax, which had been in effect 
since 1933. The conclusion was reached 
that the International Business Machines 
Accounting System (punch card) would 
be best suited for the accounting for the 
Los Angeles City sales tax. The idea 
of using a tabulating card as a return 
form to be filled in and signed by the 
taxpayer was thoroughly examined and 
approved. It is believed that use of the 
punch-card return represents an in- 
novation. This idea has since. been 
adopted by other cities in the adminis- 
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tration of and accounting for their sales 
taxes. 

Up to this time no contact had been 
made with the local office of the Inter- 
national Business Machines Corporation, 
the decision to employ their equipment 
having been reached independently. 
Conferences were now held with local 
representatives of the International 
Business Machines Corporation in order 
to plan the details of the I.B.M. system. 

Our accounting system evolves around 
a master file of permittees or taxpayers. 
This file is made up of tabulating cards 
on which are punched the taxpayer’s 
name, account number, date started, 
reporting period, and other information. 


A question often asked concerns our 
difficulty with mutilated returns that 
are received from taxpayers in such a 
condition that they cannot be machine 
processed. Our experience in this con- 
nection has exceeded our most op- 
timistic expectations. Out of approxi- 
mately 400,000 sales tax returns proc- 
essed each year, only about 2,500, or 
0.625 per cent of the total, have not 
been readily machine processed. Only 
about 800, or 0.20 per cent of the total, 
were mutilated in some manner by tax- 
payers. The remainder were imperfect 
cards and those which jammed in the 
machines owing to some mechanical 
imperfection. 

An alpha-numeric system was adopt- 
ed for the assignment of taxpayers’ per- 
mit (account) numbers. We use the 
city directory as a guide for the assign- 
ment of each number. For example, 
the permit number of King Clothing 
Stores would be determined by the 
position of the word “King” in the 
city directory, the subposition being 
determined by the word “clothing.” 
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The page number of the position word 
and the line number of the subposition 
word determine the number of the re- 
tailer. By the use of this system the 
number is placed in both alphabetical 
and numerical order, thereby obviating 
the necessity for maintaining two index 
files. Since the master file of taxpayers 
is built around the permit number, this 
number serves as a guide in all opera- 
tions, including the mailing of sales tax 
returns. 


One week prior to the close of each 
reporting period a sales and use tax 
return card, including a copy for the 
taxpayer and a return envelope, is 
mailed to each permittee. Preprinted 
on the face of the sales and use tax re- 
turn card are the name, address, and 
account number of the permittee; upon 
the back or return side of the card there 
appear the period to be covered by the 
return and the date the return becomes 
delinquent. These cards are preprinted 
by the use of the I.B.M. tabulator and 
prepared for mailing at a rate of 1,500 
per hour. The cards and return en- 
velope are inserted in the mailing en- 
velope by a mechanical inserting and 
mailing machine at a rate of approxi- 
mately 3,000 per hour. An outline of 
steps in our billing procedures follow: 


SALES TAX BILLING PROCEDURE 


1. Account number and post office code are 
reproduced from billing master cards. 
This is done simultaneously with the 
gang punching of periods covered into 
the return cards. 

2. Account number is interpreted on re- 
turn cards. 


3. Billing master cards are matched against 
cards on collator. This is done to assure 
that both sets of cards are in step. 
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4. The bill-feed device on the alphabetic 
tabulator is employed to print the name, 
address, and account number on the re. 
turn cards from the billing master cards, 
The actual number of accounts billed is 
accumulated here for control purposes, 

§. Return cards are machine sorted to post 
office code. This operation arranges and 
counts return cards by cities. A card 
giving name of city is placed in front 
of each group of corresponding control 
cards. Count is entered on control sheet, 

6. Return cards, taxpayer’s copy, and re- 
turn envelope are inserted in mailing 
envelope by automatic inserting machine, 
Totals on counter are entered on control 
sheet. 

7. Envelopes containing returns for each 
city are tied into bundles on a tying 
machine. Each bundle is labelled to in- 
dicate city of destination.? 

8. Envelopes containing returns are trans- 
ported to post office for mailing. 


We have not touched upon our pro- 
cedure relative to the processing of ap- 
plications and the preparation of billing 
and index cards therefrom. Space 
limitations dictate that we concentrate 
on the actual billing of taxpayers and 
accounting in connection with the re- 
ception of returns. We believe this to 
be of more general interest. 


Sales tax returns, whether or not they 
are accompanied by payments, are de- 
livered to the Teller Section, where en- 
velopes are opened by an electric opener. 
The outline of the procedure followed, 
both by the Teller Section and sub- 


1A number of returns are mailed to other cities 
because the accounting for many firms engaged i 
business in Los Angeles is done elsewhere. Our maif 
problem with respect to other “cities” concerns 
communities within the corporate limits of the City 
of Los Angeles, such as North Hollywood and Sam 
Pedro, which have their own post offices and are not 
assigned a Los Angeles post office zone number. 
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sequently by the Tabulating Unit, 
follows: 


10. 


11. 


12. 


13, 


14, 


15, 


COLLECTION PROCEEDURE 


. Post office delivers returns to Teller 


Section. 


. Teller Section opens envelopes by use 


of electric letter opener. 


. Returns and corresponding remittances 


are grouped in batches of approximately 
fifty each and batches are numbered. 


. Tape, listing amounts of remittances, 


is run on adding machine in two copies. 


. Returns are transmitted to Key Punch 


Unit (see step 8, below). 


. One copy of adding machine tape with 


recap of batch totals is transmitted to 
Internal Auditor (see step 12, below). 


. Other copy of tape is retained with re- 


mittances by Cashier Unit. 


. Amount, date, and type of return (e.g., 


current return, delinquent return, etc.) 
are key punched by Key Punch Unit 
into return card. 


. Return cards are transmitted to Tabu- 


lating Machine Unit. 


Returns are tabulated by alphabetic 
tabulator printing totals by batch. This 
is proof tabulation. 

Proof tabulation is transmitted to In- 
ternal Auditor (see step 12, below). 
Totals on proof tabulation are com- 
pared with totals on copy of Teller 
Section adding machine tapes by Inter- 
nal Auditor. 

Tabulating Machine Unit is notified 
which batch totals do not agree, if any. 
Each return in those batches which do 
not have identical totals is listed by 
Tabulating Machine Unit and trans- 
mitted to Internal Auditor. 

Internal Auditor compares each item on 
listing from step 14 with Teller Section 
adding machine tape. When the dis- 
crepancy is located, determination of 
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16. 


17. 


18. 


19. 


21. 


22. 


24. 


25. 


26. 
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correct figure is made by examination 
of remittance and return card. 
Corrections are made where necessary 
and the Tabulating Unit runs a final 
tabulation, printing totals by batch and 
a grand total. 

Final tabulation is transmitted to In- 
ternal Auditor who certifies to correct- 
ness and informs Teller and Tabulating 
Units that figures are in agreement. In 
addition, deposit certificate is O.K.’d 
by Internal Auditor prior to deposit. 
Teller deposits remittances with City 
Treasurer. 

City Clerk’s copy of deposit certificate 
is O.K.’d by Internal Auditor after 
deposit is made. 


. Original returns are sorted to account 


number and reproduced to make a 
working copy. 

Daily blotter of tax payments is listed 
in account number order on alphabetic 
tabulator by Tabulating Machine Unit 
showing date of deposit, batch num- 
ber, period covered, account number, 
amount paid, and type of return. 
Blotter is balanced to figure of daily 
deposit. Working copy of original re- 
turns is used. 


Original returns covering penalties for 
prior periods and those requiring de- 
linquent penalties to be billed are trans- 
mitted to Audit Section for clearance 
of former penalty billings and new 
penalty billings where required. 


. Other original returns are transmitted 


to calculating machine operator to 
verify taxpayers’ computations. 

File of outstanding penalty billings is 
cleared by Audit Section from infor- 
mation shown on return cards indi- 
cating penalty payments. 

Penalty billings are made by Audit 
Section from information shown on re- 
turns covering delinquent periods. 
Original returns from steps 23, 24, and 
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25 are machine filed each day into cur- 
rent month file of returns. 


27. Work copy of original returns from 
step 21 is used by Tabulating Unit to: 


a. Clear delinquent follow-up cards 
from Outstanding Delinquent 
File; 

b. Make daily postings to Sales Tax 
Ledger with alphabetic tabulator; 


c. Machine check, on collator, after 
delinquent date to determine 
which accounts are delinquent; 

d. Prepare monthly blotter on alpha- 
betic tabulator; 


e. Prepare daily summary cards for 
use in running daily, monthly, and 
fiscal year reports. 


Field Inspection Section 


The problem of field enforcement 
had always been present in connection 
with the various types of business license 
taxation that had formed a substantial 
portion of the City’s revenue program 
for years. Prior to the radical expan- 
sion of our revenue program in 1946 we 
had some 100,000 business license ac- 
counts. Moreover, our ordinance was 
extremely complicated, representing an 
accumulation of many acts of various 
legislative groups over the years. 
Licenses were computed on gross re- 
ceipts, floor space, and other bases. 
Periods covered by licenses ranged from 
one day to one year. Before enactment 
of the sales tax, we had developed the 
nucleus of a field inspection force. Al- 
though our force had been insufficient 
in numbers, its members had become 
thoroughly grounded in the fundamen- 
tals of license tax enforcement. Our 
enforcement program had, in the past, 
been necessarily one of “first things 
first,” and fundamentals, such as door 
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to door checks and collections of de- 
linquent accounts, had occupied most 
of the time of our limited staff. 

With the adoption of new revenue 
measures, it became evident that more 
personnel was required and that the 
activities of the section must be stepped 
up and broadened. In our planning 
and discussion concerning this phase of 
our activities our public relations pro- 
gram was again brought sharply into 
focus. It was obvious to us that, in 
addition to our clearly defined duties 
with respect to enforcement, a great 
deal of “missionary” work was in 
order. Myriads of questions had to be 
answered, and thousands of explana- 
tions of the law and return forms had 
to be given. Our initial problem was 
the instruction of our own field per- 
sonnel in the new law. A _ training 
program for both old and new per- 
sonnel was promptly adopted. Meet- 
ings were held to discuss problems 
arising in the field and to arrive at defi- 
nite decisions on policy matters. Our 
goal was courteous, efficient, and con- 
sistently accurate relationships with tax- 
payers; and our field personnel training 
program and meetings were vital to the 
attainment of this end. 

Our problems were studied, the 
matter thoroughly examined and dis- 
cussed, and the basic organizational set- 
up was put on paper, as follows: 


INSPECTION AND ENFORCEMENT 
SECTION 
CHIEF LICENSE AND SALES TAX INSPECTOR 


PRINCIPAL LICENSE AND SALES TAX 
INSPECTOR 
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SENIOR LICENSE AND SALES TAX INSPECTOR 
DISTRICT 7 
LICENSE AND SALES TAX INSPECTORS 


Growth of a Field Audit Program 


For many years I had given consider- 
able thought to the establishment of a 
field audit section, but budgetary re- 
strictions had precluded the establish- 
ment of even the nucleus of such a 
section. During the discussion of new 
revenue measures the need for a field 
audit section became more evident. The 
sales tax clearly required a well planned 
and consistent field audit program. 
We also anticipated the addition of 
other business license taxing measures 
and rate changes in those already in 
force. 

I had also felt that the time would 
arrive when more rigid internal controls 
would be necessary and that the estab- 
lishment of an independent internal 
audit program would logically follow. 
The prospective new revenue to be ac- 
counted for by my office reinforced my 
convictions on this subject, and an 
over-all audit program became a 
“must” in my plans. 

I presented my plan and request for 
personnel to establish an Audit Section 
to be organized as follows: 


AUDIT SECTION 


PRINCIPAL AUDITOR, LICENSE AND SALES 
TAX DIVISION 
ADJUSTMENTS—LICENSE TAX 


*Each Senior License and Sales Tax Inspector is 
responsible for the enforcement in his district. They 
are the immediate supervisors of License and Sales 
Tax Inspectors, the number varying with the work 
load within each of the six districts. 


NEW ACCOUNTS AND CLOSEOUTS 
POST AUDITS——OFFICE 
POST AUDITS-——FIELD 
INTERNAL AUDITS AND PROCEDURES 


Subsequent to the passage of the 
new revenue measures my plan was 
thoroughly examined by representatives 
of the Mayor’s Office, Bureau of Budget 
and Efficiency, Civil Service Commis- 
sion, and Personnel Committee of the 
City Council. After many hearings, 
discussions, and some differences of 
opinions, my plan was adopted virtually 
as recommended with the exception 
that the number and classification of 
personnel requested were somewhat re- 
duced. 

Especially with respect to field audit- 
ing, foresightedness and long-range 
planning have paid dividends. People 
who were far from convinced of the 
efficacy of such a program are now its 
ardent advocates. The reasons for this 
are apparent from the following figures 
on taxes recovered directly as the result 
of determinations made by the field 
audit staff: 








Per Cent 
Fiscal Year Amount of Total 
Collections 
1947-48..... $197,200 1.34 
1948-49..... 651,000 4.25 





The net gain of revenue over costs of 
audit has been well over $100 for each 
man-day spent. We have had a return 
of at least $8 for each $1 spent in this 
activity; the total audit recovery repre- 
sents a figure comparable with all costs 
of direct administration, enforcement, 
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and accounting by the License and Sales 
Tax Division of my office. 

The activities of the Field Audit 
Section have also been a definite factor 
in the favorable development of our 
public relations. We have endeavored 
to exercise extreme discretion in the 
selection of personnel for this work. 
We immediately inaugurated and have 
since improved and maintained a train- 
ing program designed to extend to the 
new employee every possible oppor- 
tunity to develop knowledge and skills 
necessary to his efficiency and develop- 
ment of his self-confidence. That our 
initial conviction with respect to the re- 
cruitment and training of personnel 
was well-founded is indicated by the 
recovery figures quoted and the increas- 
ing harmony of our public relations. 
At this time an average of twenty-five 
men are directly engaged in field audit- 
ing activities; and we have only em- 
ployed one individual, the present 
supervisor of the Audit Section, who 
has had the benefit of previous state or 
city sales tax administration and en- 
forcement experience. 


Off To A Good Start 


Experience has emphasized the im- 
portance of a good start in connection 
with license and sales tax accounts. A 
substantial percentage of our difficulties 
is attributable to continuing errors; the 
taxpayer has failed to receive adequate 
instructions and interpretations in con- 
nection with the business he is starting, 
at the time of his first application for a 
sales tax permit and license. When 
misinterpretations of ordinances lead to 
errors in collection and payment of 
taxes, it may be years before they are 


discovered by the taxpayer or our office 
During this time penalties accrue, and 
such conditions create a fertile field fo 
the growth of ill-will. We are » 
keenly aware of the importance of th 
early establishment of a mutual under. 
standing with attendant good will that, 
whenever possible, it is our policy to re 
quest that our potential taxpayers cal 
at the office, in person, to establish their 
accounts. Judicious and courteow 
questioning by personnel of the New 
Account and Close Out Section, who 
are assigned to this task because of their 
particular ability, corrects many mi 
interpretations and forestalls errors. 
Although the primary objective of 
door-to-door inspection has always been 
to observe businesses in operation to se 
that they are properly licensed ot 
registered with this Division, the results 
gained cannot approach perfection, 
The City of Los Angeles has an area of 
some 453 square miles and of necessity 
our inspection operations must be con 
centrated in those sections that art 
zoned for business. We can approach 
100 per cent enforcement in these areas, 
but test surveys have indicated thats 
surprising number of businesses aft 
located in areas zoned for residence 
only. Our surveys further showed that 
a number of these businesses were of 4 
professional nature which required 
licensing by the State, county, or other 
authority. Also, a number of building 
contractors were found doing busines 
from out-of-the-way locations. Thes 
latter require licensing by the State and 
require a permit from the City of Lo 
Angeles for virtually every job they 
perform in the City. We found thi 
there is a trade publication which list 
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every application for a permit for a 
construction job in the City, including 
the name of the owner, the contractor, 
and the nature of the work to be per- 
formed. We subscribed to the publi- 
cation and assigned one of our staff to 
the task of checking each contractor 
named against our file of licenses issued 
to contractors. We have unearthed a 
surprising number of contractors who 
had never before appeared upon our 
rolls and have collected a very sub- 
stantial amount of license and _ sales 
taxes. The actual collections through 
the efforts of this one individual aver- 
aged over $3,000 a month during 1948. 
For a nominal amount of money it is 
also possible to subscribe to lists which 
disclose permits issued by the State of 
California for barbers, beauty shop 
operators, dentists, physicians, attor- 
neys, and many others. The names of 
these permittees are also checked against 
our license rolls. Such businesses repre- 
sent a difficult segment of our enforce- 
ment problem; and we have, by the in- 
telligent use of various services, which 
are available in most cities, substantially 
increased our efficiency. 


Closing of Sales Tax Accounts 


Although the first regular returns 
and payments under the sales tax or- 
dinance were hot due until July, 1946, 
and became delinquent on August 1, 
1946, we were immediately confronted 
with the problem of making verification 
of amounts due and collecting and re- 
cording such amounts from retailers 
who had sold their businesses or ceased 
Operating during the first regular 
period. We had to know, in so far as 
possible, who was transferring and 
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ceasing retail businesses, since most such 
persons were indebted to the City. Un- 
der our State bulk sales law, a period of 
legal publication regarding escrows con- 
ducted pursuant to sales of businesses is 
provided, and publications carrying 
these legal advertisements were avail- 
able to us. Our initial move was to 
prepare a courteous form letter ad- 
dressed to all concerns and individuals 
who were conducting escrows in this 
area. ‘This letter explained our new 
sales tax law and respectfully solicited 
the cooperation of escrow holders in 
informing sellers and buyers of their 
obligations. Although there is no legal 
obligation on the escrow holders to do 
this, they have cooperated to an un- 
expected degree. In fact, it is ex- 
tremely difficult to close an escrow rela- 
tive to the sale of a business located in 
this City without a release from this 
Division being a part of the file. In 
this respect we have had an unexpected 
windfall in the form of additional 
revenue from business license taxes. 
Our system of notification and control 
concerning this matter has evolved to 
the point that the following communi- 
cations, with appropriate follow-up are 
employed: 


1. Letter, addressed to escrow holder, re- 
ferring to each individual sale, request- 
ing that he require a release from this 
Division prior to the time that distri- 
bution of funds is made. 


2. Letter, addressed to the buyer, in an in- 
formal and more or less personal vein, 
wishing him success in his new enter- 
prise and generally informing him of our 
requirements and of his liability con- 
cerning unpaid sales tax liabilities of his 
predecessor. 
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Here again, the importance of a pub- 
lic relations program has appeared. The 
letter to purchasers described above 
was discussed, and some doubt was ex- 
pressed as to its possible value. It was 
decided to initiate the letter on a trial 
basis. The results of this experiment 
have been so gratifying that abandon- 
ment of our letter to purchasers has 
never been considered. It seems that 
purchasers genuinely appreciate the in- 
formation transmitted by the letter and 
have so informed us many times. 

Another facet of the operations of 
the Close Out Unit of the Audit Section 
is the handling of all matters pertain- 
ing to bankruptcies, assignments for the 
benefit of creditors, probates, and so 
forth. This is specialized work, and it 
is highly desirable to develop personnel 
adapted to it. A knowledge of legal 
and court procedures coupled with the 
ability to work effectively with referees, 
judges, and assignees is essential. 

Our over-all procedure with respect 
to the sale and termination of businesses 
has been highly profitable in dollars and 
cents. The intangible benefits evidenced 
by the improvement of our public re- 
lations are far from inconsiderable. 


Handling of Delinquent Sales Tax 
Accounts 


The problem of enforcing collection 
of delinquent sales tax accounts was ap- 
parent as we planned our procedures 
prior to the effective date of the ordi- 
nance. In addition to the collection 
problem we had another and important 
reason for our interest in an accurate 
and promptly prepared up-to-the- 
minute list of all delinquent accounts. 
It is our opinion that the maintenance 
of such a list is a valuable safeguard 
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against error in the crediting of pay. 
ments; also, it minimizes the chance of 
funds being diverted through possible 
dishonest acts on the part of employees 
of the Division. 

Rather than attempt a personal field 
contact with delinquent taxpayers a 
soon as we became aware of the fact of 
their delinquency, we reasoned that our 
first notification to them should be a 
courteous reminder to be sent by mail, 
The mail notification is a variation of 
our return form. 


The initial delinquent list for each 
period is prepared on the first day of 
delinquency for that period. By com- 
paring paid cards with the master 
records file, all delinquent cards are 
sorted from the master records file, 
and a delinquent notice is prepared 
in much the same manner as 
original return form. At this time 
field copies are also prepared, for the 
possible use of our field representatives, 
on the items that are not cleared by 
mail. Of course, many of these field 
copies are not needed; however, the cost 
of preparing them at this time is rela- 
tively low and, to our mind, represents 
the most economical procedure. A 
reasonable length of time is permitted 
to elapse to allow the delinquents to 
make payment by mail. We find that 
our decision to provide for an initial 
notification by mail to All delinquents 
was wise, since, on the average, one 
half of each initial delinquent list i 
cleared almost immediately by mail 
notification. Also, when errors if 
crediting have occurred they are 
promptly brought to light by this pro 
cedure. After a short time, the paid 
cards are compared with the file of field 
copies, and those upon which payment 
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has been received are eliminated. Also, 
at the time of the preparation of the 
cards for each of the delinquent lists, 
tabulations are made for the control of 
delinquent accounts. 

The Field Inspectors are immediately 
given the field copies for their respective 
districts, and it is their duty to attempt 
to contact delinquent taxpayers and 
make collections of the amounts in ar- 
rears. If collections cannot be made 
the field copies provide adequate space 
for complete reports of our field repre- 
sentatives’ findings and recommenda- 
tions. Many delinquent taxpayers, 
especially those operating smaller 
businesses, have simply vanished and 
cannot be located. We have no alter- 
native but to close out these accounts, 
making notations of the facts in our 
files so that the delinquencies will come 
to light if the taxpayers re-enter 
business and apply for licenses or sales 
tax permits. If the taxpayer can be 
located and is willing but unable to pay, 
we extend the utmost cooperation con- 
sistent with the ordinance and ap- 
proved credit practice. Our ordinance 
permits us to accept installment con- 
tracts for past-due taxes, and this has 
proved effective in the clearing of delin- 
quent accounts. In so far as possible 
we have been aware of the value of good 
public relations, even in our handling 
of delinquent accounts. 

Another problem, of course, is pre- 
sented by the uncooperative and defiant 
taxpayer. In the relatively few cases 
of this nature we have a set procedure 
followed in conjunction with the City 
Attorney. This involves citation of the 
taxpayer by the City Attorney, who 
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sets a hearing date on the matter. If 
the attitude of the taxpayer continues 
to be uncooperative, we may follow 
with revocation of his permit and his 
arrest after we have secured evidence 
that he has continued operating sub- 
sequent to such revocation. 

On the whole, our policy and pro- 
cedure relating to delinquents have 
proved very effective. Our ratio of 
losses has been negligible and has cer- 
tainly been more than offset by benefits 
which we have derived from profitable 
contacts in the field which have arisen 
as the result of the appearance of tax- 
payers’ names on our delinquent lists. 
Very rarely have we found it necessary 
to resort to any of the more drastic 
measures provided for by the ordinance. 
In short, we have had no appreciable 
problem of delinquency. 


Accomplishments Reviewed 


We view the results attained by the 
application of our original plan for the 
administration of and accounting for 
the sales tax with what we believe to be 
understandable pride. The major 
source of our satisfaction lies in the 
realization that the many hours which 
we had devoted to planning for future 
contingencies had been well spent. 
When the Los Angeles City sales tax 
was adopted we had virtually none of 
the tangible prerequisites for a task of 
such magnitude. Our situation with 
respect to personnel, space, and equip- 
ment was grave, and the hands that 
held the City’s purse strings were re- 
luctant to unloosen them. Time was 
woefully short, and dynamic action 
was required to surmount these and 
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many other difficulties. The accom- 
panying table gives selected informa- 
tion on the volume of work done in the 
past three fiscal years. 

The following practical administra- 
tive policies have contributed to the 
efficient and successful administration 
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3. Creation of special classes in 
ordinance for jobs requiring 
special skills and experience, 


such as: 


a. Chief Tabulating Ac. 
countant. 


SeLectep Data on Los ANcELES City Sates Tax ADMINISTRATION, FiscaL YEARS 1946-47 To 1948-49 











Item 1946-47 1947-48 1948-49 
Collections 
NE oe TOR OE ee $8,586,000 $9,832,000 $10,030,000 
PPOPOMG DET GBY oon vc cece cetcceccs 34,000 39,000 40,000 
ee eT Pee Oe Eee 319,000 271,000 466,000 
Average per returm ...........-..00- 22 24 23 
Number of Accounts * 
Total reporting .................... 52,200 53,900 55,100 
Reporting quarterly ................ 26,500 29,000 30,10 
Reporting monthly ................ 24,900 24,000 24,00 
Reporting annually ................ 600 650 700 
ne a ns am ope ae pse 6 6184 200 250 300 
Mailing and Processing » 

Number of returns mailed .......... 417,900 473,300 443,300 
Number of returns processed ....... 390,734 412,467 427,964 
VOPERO POP GBT Fo. 6 oc oc dies Ccwidccs 1,563 1,643 1,712 
Highest day’s processing ........... 5,637 3,586 3,543 





a The average number of new accounts installed for the three years was 99 per day. The 


average number of accounts closed was 86 per day. 
returns mailed” and “returns processed” is due to 


>The discrepancy between the items “ 


the fact that the figure under “returns mailed ” includes delinquent billings. In case of a delin- 


quency a duplicate billing occurs. 


of the Los Angeles sales tax: 


I. RECRUITMENT OF PERSONNEL (under 
civil service system) 


1. Selection delegated to one per- 
son with approval of division 


head. 


2. In addition to examinations, 
careful screening by: 

a. Evaluation of experience. 

b. Written statement by 
applicant. 

c. Over-all appraisal of per- 
sonal characteristics, 

d. Interviewer to determine 
education, hobbies, mari- 
tal status, and future 
plans. 


b. License and Sales Tax 
Supervisors. 

c. Principal License and 
Sales Tax Auditor. 

d. Specialized classes to 
which personnel may bk 
promoted when experi 
ence has been acquired. 


II. TRAINING OF OFFICE FORCE 


1. Period of instruction each yeat. 
2. Use of the telephone. 

a. How to answer. 

b. What not to say. 
3. General deportment. 

a. Courtesy. 

b. Appearance. 

c. Speech. 

d. Sympathetic interest. 
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Ill. 


IV. 


Vil. 


Vill. 


TRAINING OF FIELD FORCE 


1. First assigned to office and re- 
turned to office once each year. 
2. Use of California tax service 
handbook. 
3. Six supervisors. 
4. Weekly meeting of supervisors. 
a. Enforcement policies. 
b. Interpretation of policies. 
c. Moot questions. 
d. Majority opinion governs. 


CuRRENT AND COMPLETE ACCOUNT- 
ING RECORDS 


1. Prompt billing (use return 
envelope). 

2. Prompt follow-up on delin- 
quents. 

3. Prompt monthly reports to 
management. 


. AUDIT OF RETURNS 


1. Preaudit. 
2. Field audit. 
3. Refunds and assessments. 


. POLICY REGARDING PENALTIES, COM- 


PROMISE, AND ADJUSTMENTS 
1. Reasonably liberal. 
2. Action of City Clerk and City 
Attorney is final. 
3. Adjustments should be prompt, 
courteous, and final. 


RULES FOR ENFORCEMENT ESTAB- 
LISHED BY CiTy CLERK AS ADMINIS- 
TRATOR 
1. Should dovetail 
rulings. 
2. Should be equitable to taxpayer. 


with State 


CENTRAL FILES 
1. Should be all-inclusive. 
2. Location and communication 
system must be good. 


IX. MANAGEMENT TOOLS 


Organization charts. 

Units of measurement. 
Statistics. 

Charting of collections, new 
accounts, etc. 


wen 
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5. Work and mileage reports. 
X. WorKING CONDITIONS 


1. Adequate quarters, heat, light, 
ventilation. 
Soundproofing. 
Rest periods. 
Toilet facilities. 
Arrangement 
equipment. 

6. Organized work flow. 
7. Peak period flexibility. 


XI. PERSONNEL POLICIES 


msm Dh YS DD 


of desks and 


1. Adequate compensation. 

2. Fixing of responsibility. 

3. Understudy next higher posi- 
tion. 

4. Handbook for employees. 

5. Vacations, leaves of absence, 
transfers. 


XII. IN-sERVICE TRAINING 


1. City provides facilities if neces- 
sary. 

2. Partly on City time. 

3. Accredited courses, University 
of Southern California. 

XIII. OPERATING CosTs 

1. Hold to a minimum. 

2. Should not exced 3 per cent for 
tax of 2 of 1 per cent. 


Conclusions 


Our conclusions regarding the Los 
Angeles City sales tax after three years 
of administration are as follows: 


1. It is no laggard revenue producer; col- 
lections for three years amounted to 
approximately $28,438,000. 

2. Cooperation with civic groups, tax- 
payers’ organizations, chambers of 
commerce, and trade associations is 
necessary for successful administration. 


3. The burden of sales tax collection 


falling on the merchant vendor makes 
his cooperation and support essential. 
4. Once adopted, the City sales tax meets 





10. 


11. 


12. 
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with general acceptance by the tax- 
paying public. 

The daylight citizen from adjoining 
communities and the tourist pay a part 
of the cost of government, thereby re- 
lieving the local property owner of 
added burden. 

It provides a stable source of revenue, 
together with diversification of sources. 
Revenues come in regularly month by 
month, thereby cutting reserve funds 
or loans normally required between 
property tax collections. 

The administrator should have rule- 
making powers and limited power to 
make compromises and minor adjust- 
ments. 

An in-service training program with 
competent instructors is an invaluable 
aid to efficient administration. 
Complaints can be reduced to a 
minimum if employees are alerted to 
public relations needs both in the office 
and in the field. 

Overhead cost can be kept to a 
minimum; our area exceeds 450 square 
miles and overhead does not exceed 3 
per cent. 

A proper system of notification to the 
taxpayer, showing due and delinquent 
dates with adequate time to make his 
return is absolutely necessary. 


The most important of the newly de- 


veloped revenues in California cities is 
the locally levied and administered sales 


tax. 


It has been adopted in 130 


California cities in three years; in only 
two cases did a referendum vote repeal 


the ordinance. 


Expected complaints 


and objections to the sales tax have not 


appeared. 


In elections held in Los 


Angeles less than one year after its 
adoption, the tax was not an issue, and 


twelve of fifteen councilmen were fe- 
elected. 


Necessary Omissions 


We have not made any reference in 
this discussion to the Los Angeles City 
use tax, which became effective October 
1, 1946. The use tax complements the 
sales tax by imposing a tax of 2 of 1 
per cent on the purchase price of tangi- 
ble personal property consumed in the 
City when vendors who are located out- 
side the City or State cannot be held 
legally liable for the payment of sales 
tax. Many such vendors are volun- 
tarily collecting use tax and remitting 
it to the City. The use tax is handled 
in conjunction with the sales tax, and 
no accounting distinction is made 
between it and the sales tax. 


Much of the general procedure which 
we have formulated in connection with 
our expanded program has not been 
touched upon. Examples of such new 
or greatly expanded activities are thos 
of our Central File and Teller Sections 
and the Adjustment Unit. Many re- 
finements in procedures for the hand- 
ling of “irregular” items have been 
developed, and many forms and form 
letters have been devised. Our desire 
here has been to point up those aspects 
of our organization and procedures that 
may be helpful to tax administrators in 
general. 

% + + 

We hope that we have not left th 
impression that we are resting on out 
laurels. Zest for progress endures; and 
inquiry and vigilance persist as we com 
tinue to try to improve the job we aft 
doing. 
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GENERAL RELIEF PROVISIONS OF THE EXCESS 
PROFITS TAX 


LEWIS SEVERSON * 


Sg ARTICLE will attempt to ex- 
plain and in some degree to evaluate 
the general relief provisions of the ex- 
cess profits tax which are contained in 
section 722 of the Internal Revenue 
Code. It will indicate some of the 
situations which would arise under any 
excess profits tax and which could not 
be covered by a statute without some 
provision for relief or administrative 
discretion. The discussion is also in- 
tended to bring to light some of the 
naiveté and folklore underlying the 
artless devices promulgated as pre- 
scriptions for relief under section 722, 
in the hope that such mistakes could be 
avoided in any future excess profits 
tax. 


"Normal ” and “ Excess” Profits 


The code provided that “ normal” 
profits were the larger of either (a) 95 
per cent of the taxpayer’s average 
profits in the 1936-39 base period or 
(b) a stated rate of return upon in- 
vested capital, ranging from 8 per cent 
down to 5 per cent depending upon the 
amount of investment. Varying risk 
and amount or irregularity of profits 


*The author is professor of economics at Beloit 
College and a lawyer; formerly he was a chief 
economist in the Treasury Department and a mem- 
ber of the committee to direct the Business and 
Industrial Research Division, which the Treasury 
Department set up to meet the problems raised by 
the general relief section of the excess profits tax. 

The present article is adapted from a paper pre- 
sented at the annual meeting of the Midwest 
Economic Association, St. Louis, April, 1949, 


between different industries were ig- 
nored. All profits above “normal” 
were “excess” profits and were sub- 
jected to substantially confiscatory 
taxation. 


This was an earthy and thought- 
saving view of normal and excess 
profits. The base period was just be- 
fore the European war upheaval of 
prices and profits, and Congress con- 
sidered it to be a period of normal pros- 
perity for business in general. There- 
fore, what anyone earned then was 
“normal” and his own. It was due to 
his ability (or possibly his monopoly) ; 
at any rate, it was not due to the war. 
If earnings were too low—less than 
customary money lenders’ rates—it 
would be normal to allow as a substi- 
tute 8 per cent, 7 per cent, 6 per cent, 
or 5 per cent rate of return upon the 
invested capital. The lower the amount 
of invested capital, the higher the rate 
that was allowed on it. 


Why a safe waterworks-rate of 4 per 
cent should be allowed to double or a 
lush monopoly rate of 25 per cent 
should not be cut by two-thirds are 
questions that did not arise under this 
simple definition of normal and excess 
profits in wartime. The first great re- 
lief provision, of course, was to permit 
a taxpayer to keep whatever it had 
made during the base period as normal; 
but if this was not high enough, it could 
take invested capital credit at a higher 
rate than it had earned. 
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General Relief Provision 


Section 722 of the Internal Revenue 
Code, added by the Revenue Act of 
1942, was entitled “ general relief.” It 
was the final evolution of “ special re- 
lief ” provided in the Revenue Acts of 
1940 and 1941, and it was retroactive 
to cover the entire excess-profits-tax- 
period 1940-1945, so only this one set 
of relief provisions became applicable 
during the entire period. “General re- 
lief’ was an unfortunate title; some 
have argued that it means that all tax- 
payers should get relief. The relief 
provisions are only three pages in length 
but already they have evolved into al- 
most infinite extensibility, and there are 
still many unexplored avenues of 
growth. There have been some 50,000 
claims for aggregate refunds of almost 
one-half the total excess profits taxes 
paid. 

The initial requirement or general 
rule for relief, as provided by section 
722, is as follows: 


In any case in which the taxpayer estab- 
lishes that the tax computed under this 
subchapter (without the benefit of this sec- 
tion) results in an excessive and discrimi- 
natory tax and establishes what would be 
a fair and just amount representing normal 
earnings to be used as a constructive aver- 
age base period net income for the purposes 
of an excess profits tax based upon a com- 
parison of normal earnings and earnings 
during an excess profits tax period, the tax 
shall be determined by using such construc- 
tive average base period net income in lieu 
of the average base period net income other- 
wise determined under this subchapter. In 
determining such constructive average base 
period net income, no regard shall be had 
to events or conditions affecting the tax- 
payer, the industry of which it is a member, 
or taxpayers generally occurring or existing 
after December 31, 1939 .... 
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The essence of this subsection, and the 
greatest problem of relief administra. 
tion, is the determination of a “ con- 
structive average base period net in- 
come” (called “cabpni”) which 
would be “a fair and just amount 
representing normal earnings” to be 
used in lieu of the taxpayer’s actual 
average base-period net income from 
which to determine its excess profits, 
Nowhere does the statute indicate what 
is meant by “ normal earnings” or “a 
fair and just amount.” A few thou- 
sand cabpni’s have been constructed 
within the Bureau of Internal Revenue 
without benefit of any attempted offi- 
cial definition of ‘“‘ normal earnings”; 
each claim for relief is supposed to con- 
tain its cabpni and the justification for 
it. No use has ever been made in this 
matter of the theory of normal profits 
in classical economics. Probably this 
could not seriously be considered be- 
cause it would lead to such minimum 
relief as to constitute a substantial denial 
of an apparent intent of Congress. 

The additional specific conditions and 
requirements for relief as provided by 
section 722 are as follows: 


(b) TAXPAYERS USING AVERAGE EARN- 
INGS METHOD.—The tax computed under 
this subchapter (without the benefit of this 
section) shall be considered to be excessive 
and discriminatory in the case of a taxpayet 
entitled to use the excess profits credit based 
on income pursuant to section 713, if its 
average base period net income is an inadé 
quate standard of normal earnings because— 


(1) in one or more taxable years i 
the base period normal production, out 
put, or operation was interrupted of 
diminished because of the occurrencs 
either immediately prior to, or during th 
base period, of events unusual and 
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peculiar in the experience of such tax- 
payer, 

(2) the business of the taxpayer was 
depressed in the base period because of 
temporary economic circumstances un- 
usual in the case of such taxpayer or 
because of the fact that an industry of 
which such taxpayer was a member was 
depressed by reason of temporary eco- 
nomic events unusual in the case of such 
industry, 

(3) the business of the taxpayer was 
depressed in the base period by reason of 
conditions generally prevailing in an in- 
dustry of which the taxpayer was a mem- 
ber, subjecting such taxpayer to 


(A) a profit cycle differing mate- 
rially in length and amplitude from the 
general business cycle, or 


(B) sporadic and intermittent 
periods of high production and profits, 
and such periods are inadequately repre- 
sented in the base period, 


(4) the taxpayer, either during or im- 
mediately prior to the base period, com- 
menced business or changed the character 
of the business and the average base period 
net income does not reflect the normal 
operation for the entire base period of the 
business. If the business of the taxpayer 
did not reach, by the end of the base 
period, the earning level which it would 
have reached if the taxpayer had com- 
menced business or made the change in 
the character of the business two years 
before it did so, it shall be deemed to have 
commenced the business or made the 
change at such earlier time. For the pur- 
poses of this subparagraph, the term 
“ change in the character of the business ” 
includes a change in the operation or 
management of the business, a difference 
in the products or services furnished, a 
difference in the capacity for production 
Or operation, a difference in the ratio of 
nonborrowed capital to total capital, and 
the acquisition before January 1, 1940, of 
all or part of the assets of a competitor, 
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with the result that the competition of 
such competitor was eliminated or dimin- 
ished. Any change in the capacity for 
production or operation of the business 
consummated during any taxable year 
ending after December 31, 1939, as a 
result of a course of action to which the 
taxpayer was committed prior to January 
1, 1940, or any acquisition before May 
31, 1941, from a competitor engaged in 
the dissemination of information through 
the public press, of substantially all the 
assets of such competitor employed in 
such business with the result that compe- 
tition between the taxpayer and the com- 
petitor existing before January 1, 1940, 
was eliminated, shall be deemed to be a 
change on December 31, 1939, in the 
character of the business, or 

(5) of any other factor affecting the 
taxpayer’s business which may reasonably 
be considered as resulting in an inadequate 
standard of normal earnings during the 
base period and the application of this 
section to the taxpayer would not be 
inconsistent with the principles under- 
lying the provisions of this subsection, 
and with the conditions and limitations 
enumerated therein. 


* Unusual Events ”—Subsections 


and (2) 


Subsection (1) relating to “events 
unusual” in the experience of a single 
taxpayer is essentially the same in 
character as subsection (2) relating to 
“circumstances unusual” for the tax- 
payer or “events unusual” in the in- 
dustry of which it is a member. As 
these words are used, they reflect no 
subtle differentiation but only careless 
language. Also, the word “ temporary ” 
in one subsection but not in the other 
probably is required in both. Tax- 
payers and the Bureau alike tend to 
merge these two subsections. 

Need for relief in this kind of situ- 
ation is obvious and unavoidable if 


(1) 
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equity is to be done. If normal profits 
are one-fourth of total profits during a 
four-year base period, the measure is 
unfair to a taxpayer which has endured 
a price war or has been out of produc- 
tion because of fire, flood, or strike for 
part of the base period. If unusual 
drought sweeps an area in the base 
period, as it did, agriculturalists and 
probably others closely related to their 
economy would have a subnormal in- 
come. Relief in these situations is the 
comparatively simple reconstruction of 
profits which would have been earned 
if the unusual event had not occurred. 
The empty or depressed period is filled 
in. 

Not every interruption or unusual 
event can be taken at face value in de- 
termining relief. Seasonal variations in 
operations must be considered in evalu- 
ating an idle period. A coal mine might 
fill all orders from surface stocks and 
lose no profits because of fire, strike, 
or cave-in. A textile mill with heavy 
inventories might even profit instead of 
lose from a strike. A taxpayer may 
initiate and provoke a price war; per- 
haps its competitors, but not it, should 
qualify for relief. Prices may decline 
from a breakdown of monopoly, an in- 
crease in supply, changed productive 
technique, or a declining demand— 
none of which is a price war. Also, 
price wars may be chronic instead of 
temporary and unusual in some indus- 
tries, as may have been the case in early 
unregulated trucking. A hotel may 
close for three months because of fire, 
but the loss of profits may be offset by 
abnormally high profits from a world’s 
fair in the same city during the base 
period. This raises the difficult problem 
of measuring “normal profits” from 
hotels over a wide area or in the city 
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with the world’s fair. And there is al- 
ways the hotel across the street which 
did not have a fire and had the world’s 
fair profits to make up its normal 
profits. Normal profits and equity are 
not easily determined in such cases. In- 
terruptions and temporary and unusual 
events are infinite in variety and signi- 
ficance, but they are of a character 
capable of reasonable handling. They 
would appear in any base period, and a 
law could not provide for them except 
in a general way through relief pro- 
visions or authorized administrative 
equitable action. 


“ Variant Profit Cycle ”—Subsection 
(3) 

Subsection (3), relating to (A) a 
variant profit cycle or (B) sporadic 
profits, is probably the most unsatis- 
factory part of the general relief pro- 
visions. It has two special difficulties— 
the vagaries of the general business 
cycle itself and the vagaries of the code 
about it. Also, it is this provision upon 
which the Congressional viewpoint and 
the unsophisticated attitude of tax 
practitioners are the most naive and 
credulous. 


An examination of more than 1,000 
cycle claims indicates that some tax- 
payers in nearly every one of the 92 
major groups into which the Bureau of 
Internal Revenue classified American 
industry claimed a variant profit cycle. 
Many of these were purely perfunctory 
claims by taxpayers which claimed 
every ground for relief; most claims 
offered no evidence whatsoever, and im- 
pressive evidence was rare. Claimants 
usually alleged that the general business 
cycle was made by other industries; one 
by one each disqualified itself as a pat- 
ticipant and claimed to be a variant. 
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And if a taxpayer had a strike, a price 
war, or lost its market in competition, 
did not that make its profit cycle vary 
from the general business cycle? So it 
was sometimes alleged that such other 
possible grounds for relief also logically 
constituted a variant-profit-cycle quali- 
fication. The code is silent on whether 
a taxpayer’s profit cycle which varies 
from the general business cycle for any 
reason is a relief qualification, or 
whether the variation must be due to 
innate and inseparable cyclical causes. 
If either the economic or political 
facts of life require consideration of 
business cycles and variants therefrom, 
there is the initial problem of identify- 
ing the general business cycle. The 
word the in the code is embarrassing. 
It is definite like a particular crack in 
the plaster or grandpa’s picture—only 
one and not any one of a miscellaneous 
assortment. Yet, good college sopho- 
mores know that a representation of 
business fluctuations varies as the in- 
gredients of the measured factors vary. 
When the Bureau sought guidance from 
analysts of business cycles, it was asked 
in amazement if the law said the 
general business cycle, and one cycle 
seer said that the law was folklore. In 
administering this subsection, the 
Bureau originally adopted the profits of 
all corporations as representing the 
general business cycle because the law 
requires comparison of the taxpayer’s 
profit cycle. The Bulletin on Section 
722 provides, ‘ Therefore, for purposes 
of section 722 the general business cycle 
must be defined as the profits cycle of 
all corporations” (p. 21). This was an 
administrative attempt to rationalize a 
defective statute, but it was of doubt- 
ful wisdom and it constitutes an uncer- 
tain element in Bureau policy if some 
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taxpayer finds another general business 
cycle more advantageous to it. The 
general business cycle can scarcely be 
made out of corporation profits to the 
exclusion of everything else merely be- 
cause it might make a defective statute 
somewhat less irrational. One enter- 
prising tax practitioner with an urge for 
the democratic scientific method sent a 
questionnaire to a large number of econ- 
omists asking each to vote on the rela- 
tive importance of factors determining 
the general business cycle, and corpora- 
tion profits were reported as about 
fourteenth on the list. 

Congress chose the unfortunate 
words “differing materially in length 
and amplitude” to identify a variant 
profit cycle. It is doubtful that this 
provides relief in even the majority of 
the most harsh and inequitable cyclical 
situations in the base period. Opposite 
tendencies, or leads and lags, rather than 
differences in length and amplitude, 
compared with the general business 
cycle characterize some taxpayers or in- 
dustries. For example, makers of 
smoking tobacco bags and cigarette 
paper booklets would make profits in 
approximate proportion to the inten- 
sity and duration of depression, and 
they would make little profits when 
everyone could afford to buy manu- 
factured cigarettes. Moonshine liquor 
probably sells best in hardest times 
when common people cannot afford to 
pay store prices which are mostly taxes. 
Railway equipment is both built and 
repaired only when it is needed. There 
may be a substantial lag from the low 
of a general business cycle before rail- 
roads buy much new equipment. Rail- 
road locomotive manufacturers have 
profit cycles only remotely, if at all, 
related to the general business cycle. 
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Building is reputed to have a longer 
cycle than general business, but support 
for this is not wholly convincing. 

Unwisely, the Bureau attempted 
gratuitously to write in the phase or 
lead-and-lag type of variant as follows: 
“If the base period income of the tax- 
payer was depressed because of the fact 
that the taxpayer’s cycle and that of its 
industry were in a different phase in 
1936-1939 than was the general busi- 
ness cycle, due to a difference in length 
and amplitude, then the taxpayer may 
reconstruct its base period income under 
section 722 (b) (3) (A) ” (Bulletin 
on Section 722, pp. 21-22). The 
Bureau is not authorized to grant relief 
unless the taxpayer’s profit cycle differs 
materially in length and amplitude, and 
if that is the case it is required to grant 
relief. It cannot grant relief for a 
different “‘ phase” of the cycle, how- 
ever equitable that might be. To in- 
troduce “a different phase ... due toa 
difference in length and amplitude ” 
adds only empty words and more con- 
fusion. 

Underneath all the various types of 
cyclical divergence is the vague, con- 
troversial, and inexact nature of the 
business cycle itself. Congress has 
taken the cycle on faith for much more 
than it is, and the code provision is con- 
sequently naive, incomplete, and prob- 
ably mischievious. If recognition must 
be given to cyclical variants as a basis 
for relief, the code should either be 
much more specific on what constitutes 
the general business cycle and provide 
for multiple variants, or it should be 
silent, or illustrative and nonexclusive, 
on specific kinds of variants, leaving 
the matter to administrative discretion. 
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New Business or Change in Business— 
Subsection (4) 


Subsection (4) is the most involved 
and prolific relief provision. It pro- 
vides for new businesses which were in 
existence by the end of the base period 
but which had incomplete or subnormal 
base period earnings owing to their 
youth. It also provides for old busi- 
nesses which had a change in character, 
such as a change in capacity, new 
products, or new management, during 
or immediately prior to the base period, 
for which the base period did not repre- 
sent normal earnings owing to lack of 
time for these changes to be fully ex- 
ploited. If such a taxpayer had reached 
its normal earning level by the end of 
the base period (but had not had it 
throughout the entire base period), 
earnings would be reconstructed from 
the earning level attained by the end of 
the base period according to some ap- 
propriate index of annual variation or 
other reasonable formulae. But deter- 
mination of whether the earning level 
by the end of the base period was nor- 
mal, required the test and application of 
the two-year push-back rule which is 
next considered. 

Subsection (4) contains the two- 
year push-back rule and the commit- 
ment rule as devices to attain construc- 
tive normality within the base period, 
but each is unrealistic and an obstruc- 
tion to practical administration. The 
push-back provides that if the earning 
level by the end of the base period 
would have been higher had the quali- 
fying factor occurred two years earlier, 
the qualifying factor is deemed to have 
occurred two years earlier; the recon- 
structed earning level by the end of the 








ToL. I] 


Le ss— 


rolved 
- ~pro- 
ere in 
eriod 
ormal 


their 


acter, 

new 
uring 
eriod, 
‘epre- 
ck of 
y ex- 
ached 
id of 
ad it 
iod), 
from 
id of 
> ap- 
mn or 
leter- 
level 
nor- 


on of 
ch is 


two- 
mit- 
-ruc- 


riod, 


ning 
riod 
uali- 
rlier, 
have 
con- 


* the 





No. 3] 


base period is to ‘be that which would 
have obtained with two more years 
for exploitation. The push-back is the 
explicit test of whether the earning 
level by the end of the base period was 
normal. Then from such reconstructed 
earning level by the end of the base 
period, reconstruced earnings are deter- 
mined for the entire base period as 
stated above. 

Tax counsel usually are unable to 
calculate the profit from a qualifying 
factor if it had occurred two years be- 
fore it did, so they note the profit level 
from it two years after the end of the 
base period. They conveniently ignore 
the fact that this is specifically pro- 
hibited by subsection (a) as follows: 
“In determining such constructive 
average base period net income, no re- 
gard shall be had to events or conditions 
affecting the taxpayer, the industry of 
which it is a member, or taxpayers 
generally occurring or existing after 
December 31, 1939 ....” This is 
known as the curtain rule—one can- 
not peek behind the curtain to see what 
actually happened from a change with 
two more years for exploitation, be- 
cause the economy was affected by the 
war after 1939. This rule also more 
effectively makes impossible effective 
administration of a law otherwise quite 
unenforceable. However, the Tax 
Court, either not having read this part 
of the code or finding it inconvenient to 
adhere to it, “‘ found ” in one case a re- 
constructed income by a two-year push- 
back remarkably like that earned dur- 
ing the two postbase period years. The 
Court did not state how it found it. 

The practical impossibility of apply- 
ing the two-year push-back in any real- 
istic manner should be obvious. No ab- 
solute time limit before the base period 
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can reasonably be set up for the quali- 
fying factor, so it may have occurred 
many years in the past with the result 
that memories are dim and records are 
few. Costs, markets, competition, busi- 
ness cycle are different two years earlier 
than at any date, so it is impossible to 
determine with assurance what profits 
would have been by the end of 1939 
with a two-year earlier start. Only 
crude estimates are possible, and only 
uninformed or interested parties are 
unembarrassed by these. Extravagant 
claims are made, especially in the most 
unsubstantial cases, which the Bureau 
has some obligation to verify or refute. 
Results in the best cases might vary 
widely with other and equally appro- 
priate methods of reconstruction. 

A more fanciful question is what else 
must be pushed back if one pushes back 
two years some change such as a new 
automobile brake fluid. It means 
nothing to push this back unless cars 
with fluid brakes also are pushed back 
two years before they actually appeared. 
But what if the inventor of the breakes 
was in prison two years earlier and could 
not invent until he got out? Should 
one assume he committed his crime and 
went to prison two years earlier and got 
out two years earlier to start invent- 
ing? But what if the law two years 
earlier required a prison sentence five 
years longer? What besides the quali- 
fying factor is one to push back and 
where is one to stop? What objective 
reality may one by-pass in these inter- 
woven push-backs? A case involving 
towel containers installed in British 
factories during the prewar armament 
program seemed to require pushing 
Hitler’s aggression two years earlier, and 
that, of course, would require pushing 
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World War I, its causes, and aftermath 
two years earlier. 

The original position of the Bureau 
was that changes not actually present, 
or committed for, by December 31, 
1939, could not be pushed back. But 
the Excess Profits Tax Council, feeling 
a strong mandate for sympathetic ad- 
ministration, greatly widened the possi- 
bilities for, and invited, abstract specu- 
lation and objective unreality. It held 
that 


any such event or condition which is an 
essential part of, or integral factor in, the 
developments which clearly would have been 
expected to result from the commencement 
or change in the character of a business, by 
the end of the base period, in the ordinary 
course of the business, under base period 
conditions, had the commencement or 
change been made two years earlier, may be 
recognized in establishing the constructive 
earnings level at the end of the base period 

. the question of whether the construc- 
tive events or conditions did or did not 
actually occur or exist after December 31, 
1939, is irrelevant [E.P.C. 24]. 


Tax counsel would be pressed to im- 
prove upon this in the fruitful pur- 
suit of their interests; and the candor 
in making the subsequent existence or 
nonexistence of pushed-back events ir- 
relevant is refreshing even if the practi- 
cal wisdom or equity of it is not discern- 
ible. It will be suggested below that 
equity and logic require that the same 
proliferation of the imagination should 
be applied to commitments. 

Subsection (4) also contains the 
commitment rule, which relates only to 
changes in capacity after the base 
period. It provides: 


Any change in the capacity for produc- 
tion or operation of the business consum- 
mated during any taxable year ending after 
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December 31, 1939, as a result of a cours 
of action to which the taxpayer was com 
mitted prior to January 1, 1940, [or May 
31, 1941, for certain newspaper acquisi- 
tions] shall be deemed to be a change on 
December 31, 1939. 


Since a change in capacity rarely if ever 
could produce a normal earning level 
on the very date of its assumed occur- 
rence, committed capacity is pushed 
back automatically two years before 
December 31, 1939. Thus, a broad- 
caster which was committed for in- 
creased power or network affiliation be- 
fore January 1, 1940, might not “ con- 
summate” this until 1943 or even a 
late as 1945, which was the last taxable 
year within which a commitment could 
be consummated. Yet the code allowed 
the taxpayer (and perhaps required the 
Bureau) to calculate without use of any 
information for the period after 1939 
what it constructively would have 
earned throughout the 1936-1939 base 
period if it had made these changes on 
December 31, 1937. Therefore, 4 
commitment conceivably could requife 
a push-back of as much as eight years 
for the event and determination of re 
constructed profits for two years pre- 
ceding that, although the code appears 
to provide a push-back of only two 
years. A commitment can “pull 
back” capacity as much as six yeafs 
from December 31, 1939, and the push- 
back pushes it back two years earliet, 
and reconstruction requires that two 
still earlier years be covered. 

What constitutes a commitment i 
largely a matter of judgment. The 
code defines it as “a course of action” 
which is later “ consummated.” This 
leaves it wide open for administrative 
determination. It need not be a com 
tract, but it should be more than a bona 
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fide intent to do something. The 
Bureau’s original position was that steps 
must have been taken by the taxpayer 
which would entail material detriment 
to it if not carried out. However, the 
Excess Profits Tax Council has gone so 
far as to find that a taxpayer had a 
commitment for a 50 kw. broadcast 
station because it had, or had a com- 
mitment for, a 10 kw. station and it 
alleged that its own counsel had advised 
it that that was the best avenue to ob- 
tain a 50 kw. station. Official infor- 
mation did not confirm this unverified 
but accepted allegation. 


What capacity means and how to 
measure it are recurring problems in 
service and merchandising industries 
which have no physical product or no 
tangible means of production with dis- 
cernible or measurable capacity. Has 
broadcast station A increased its capa- 
city if it ceases its own program efforts 
and merely goes on B’s_ network 
and broadcasts what B pipes to it? If 
so, what is the nature of its capacity 
and how is it to be measured? Is in- 
creased window-space or rearranged 
showcases on the same floor area of a 
store increased capacity? Are more 
hired taxicabs, trucks, or salesmen in- 
creased capacity if managed from the 
same small office? No doubt Congress 
thought of capacity in physical and 
measurable terms but “capacity” as 
used in the code must cover all sorts of 
other and intangible things. 

Also, what if A doubles its capacity 
but the entire industry of which it is a 
member also simultaneously doubles its 
Capacity, as in, say, the rayon industry, 
which is made up of ten large firms? 
A is still 1/10 of the industry, although 
it likely will claim to be 2/11. Should 
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one assume an unchanged industry 
capacity and build up A’s profits, or 
should one estimate the enlarged pro- 
duction, lower prices, and lower profits 
for the entire industry with the result 
that no reconstructed profits would be 
above actual profits for any member? 

A unique illustration of an expand- 
ing taxpayer in an expanding industry 
would be a citrus grower. An initial 
Bureau position was that growing citrus 
trees was a commitment for increased 
capacity until they came into full pro- 
duction about their fortieth year. 
Thus, trees planted before World War 
I and acquired by a taxpayer long be- 
fore the base period appeared to be its 
commitment for increased capacity. In 
reconstructing normal profits from the 
taxpayer’s increasing committed capa- 
city, one must either attach nature’s 
growth to all other maturing citrus 
trees or command them to stand still 
and attach growth only to the tax- 
payer’s trees. Market supply, price, 
profits, and the taxpayer’s relief would 
be quite different depending upon how 
many and whose trees were committed 
to growth. 

In view of the Council’s liberal inter- 
pretation that the existence or non- 
existence of a pushed-back event is 
“immaterial,” is it precluded from ex- 
tending commitments beyond “ con- 
summated ” acts during the taxable 
period? There are grounds to think 
that it has argued itself into a position 
to do this, and perhaps it should do so 
to be equitable or logical. The pro- 
hibition in subsection (a) against using 
any information after December 31, 
1939, in reconstruction is relaxed in 
commitment cases to the extent that 
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“regard shall be had to the change in 
the character of the business . . . to the 
extent necessary to establish the normal 
earnings to be used as a constructive 
average base period net income.” This 
would seem to settle the matter, and 
perhaps it does. Perhaps one should 
reconstruct just what he finds after 
1939 in commitment cases. But the 
code says that “the change in the 
character ” from a commitment “ shall 
be deemed to be a change on December 
31, 1939.” Therefore, it presumably 
becomes like any other change in 
character that was actually made on 
that date. Since a change could not 
produce a level of normal earnings on 
the date of its occurrence, it must be 
pushed back to December 31, 1937. 
That is where the committed capacity 
that was consummated after 1939 must 
be put to determine what earning level 
it would attain by December 31, 1939. 
Therefore, is the Council not free, or 
obliged, to conjecture as from Decem- 
ber 31, 1937, what is “an essential part 
of, or integral factor in,” or what 
“would have been expected to result ” 
from this change by December 31, 
1939, just as it would about any other 
pushed-back change in character which 
occurred on December 31, 1939? If 
not, how can two identical changes in 
character on identical constructive dates 
have different things “ expected to re- 
sult”? If it does, what happens to the 
“* consummation ” required in the code? 
For example, suppose a gigantic meat 
packing plant constructed on Decem- 
ber 31, 1939, and pushed-back two 
years “clearly would have been ex- 
pected” to have glue and fertilizer 
plants by December 31, 1939. The 
Council would reconstruct profits for 


these plants even if they never came 
into existence during the taxable period, 
Why should not an identical committed 
and consummated plant which the code 
says is ““a change on December 31, 
1939,” be treated the same? If so, what 
has become of consummation, and are 
commitments subject to second growth? 
This may appear preposterous and a cir. 
cumvention of the code, but it is closely 
akin to reconstructing profits on things 
whose existence or nonexistence is it- 
relevant, which probably would be a 
surprise to Congress. 


Invested-Capital-Credit Taxpayers 


All preceding relief provisions are 
for taxpayers using the average earn- 
ings method of computing their exces 
profits credit. Subsection (c) provides 
relief for corporations which are not en- 
titled to use the average earning 
method but must use the invested capi- 
tal credit (mainly corporations which 
were not in existence until after the base 
period and consequently had no bas 
period earnings). Relief is provided 
“if the excess profits credit based on 
invested capital is an inadequate stan- 
dard for determining excess profits,” 
because (1) the invested capital of the 
taxpayer is abnormally low, or (2) the 
business of the taxpayer is of a class in 
which (a) intangible assets not includ- 
able in invested capital under section 
718 make important contributions 
income, or (b) capital is not an im 
portant income-producing factor. 

Taking these “inequities” of im 
vested capital at face value, one would 
expect relief to take the form of recon- 
structing invested capital to remove the 
inequity, but not so in the code. i 
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is by constructing under subsection (a) 
an average base period net income (for 
a nonexistent taxpayer in the base 
period ) which would be “‘a fair and just 
amount representing normal earnings.” 
What “fair and just ” means is only a 
matter of opinion, and how income can 
be constructed is largely a matter of 
imagination. A taxpayer could be born 
as late as 1945 and could have a new 
product or service which would pre- 
clude even the use of comparative busi- 
nesses from which to construct its in- 
come. And there is not even the slender 
guidance for a fair and just amount 
that one has in the specified and limited 
qualifications under subsection (b) dis- 
cussed above. 

However, difficulties under sub- 
section (c) are not greater than for cer- 
tain cases under subsection (b) (4). 
There is little difference between con- 
structing what a corporation “ nor- 
mally ” would have earned throughout 
the base period whether it came into 
being late in the base period or at any 
time thereafter to the end of 1945. 
There is little to work on in either case. 
Earlier birth would be limited: and 
guided by a two-year push-back, if that 
is an aid, and later birth would be with- 
out any guide or limit in reconstruc- 
tion. Possibly the later born would be 
the more fortunate of the two in the 
reconstruction. Subsection (c) cases 
are also like capacity commitment cases 
in that both “ pull back ” into the base 
period future things which were non- 
existent in the base period. 


Conclusions and Recommendations 


Section 722 and its administration 
afford some valuable but sad lessons 
about excess profits tax relief. Relief 
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equitably cannot be avoided; but it 
should not be “ general relief ” even in 
name. It should be rigorously, if not 
ruthlessly, limited to cases of extreme, 
extraordinary, and unusual hardship, 
and to a maximum amount only 
moderately higher than invested capi- 
tal credit, say 10 per cent. This last 
limitation alone would have reduced to 
a modest fraction the overwhelming 
burden of relief which has been im- 
posed upon the Bureau of Internal 
Revenue. Relief should not take the 
form of hypothetical formulae calcu- 
lated to provide thicker layers of fat 
for those already fat. 


Relief should be limited to two or 
three general situations. Major inter- 
ruptions of ordinary operations in the 
base period and young, fully launched, 
but profitably immature taxpayers are 
the basic situations requiring relief. 
Variant cycles can be a rare need for re- 
lief, but they must either be faced with 
genuine understanding, in which the 
code was conspicuously deficient, or 
they should be ignored. Relief should 
not go beyond this. 


Accomplished changes in character 
by established taxpayers should be 
viewed with extreme skepticism and, if 
possible, avoided as grounds for relief, 
because (1) invested capital credit for 
the change would impose no extreme 
hardship and (2) minutiae unavoidably 
are invited and predominate in fantastic 
claims based on changes in character. 


The greatest plagues were the push- 
backs and the pull-backs. The greatest 
certainty is that these should never be 
repeated. No unborn taxpayer or 
event should be pulled back from the 
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future and given prenatal existence and 
a make-believe “ normal profit,” as in 
commitment and subsection (c) cases. 

Furthermore, there should be no last- 
minute entrants for relief. Taxpayers 
coming into existence at the last minute 
should be handled automatically by in- 
vested capital credit when their lives are 
too short to have any base period earn- 
ings, or partial base period earnings 
should be a credit option. Any exten- 
sion of time for development of profits 
which equitably must be recognized 
should extend beyond the base period 
with adequate provisions for discount- 
ing post-base-period profits due to post- 
base-period conditions. This would be 
far more realistic and equitable than the 
metaphysics of push-backs. 

It would be well if relief could be 
vested definitively in a small board 
without right of appeal. Ability, wis- 
dom, and equity can be provided with 
neither greater nor less assurance in ad- 
ministrative than in judicial positions. 
Moreover, relief situations and remedies 
are peculiarly and predominantly non- 
legal in substance, and legal training 
provides only limited acquaintance with 
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them. Judicial interpretation is a small 
part of the duties of such a board. The 
board should be constituted of broadly 
trained men from accounting, econom- 
ics, law, and_ statistics. It could 
operate with adequate independence 
within the Bureau of Internal Revenue, 
although a board outside the Bureau 
probably would be regarded more 
favorably by taxpayers. But it is ex- 
tremely doubtful that a board outside 
the Bureau would be practicable. Re 
lief is inextricably interwoven with the 
entire tax structure and administration, 
It relies heavily, not upon the other 
endless statutory provisions, but upon 
Bureau audits and reports, and it in- 
volves a very heavy and prolonged 
traffic in taxpayer case files and tax re- 
turns. Relief could not be administered 
without these and the other basic work 
and organization of the Bureau, which 
the board could not and should not try 
to duplicate. Moreover, it is not clear 
how the Bureau could cooperate on an 
extensive scale with an outside board 
without seriously impairing its own 
files, organization, and working effi- 
ciency. 
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ILLINOIS COMMISSION STUDIES 
TAX PROBLEMS 


H. K. ALLEN* 


REVENUE LAWS COMMISSION 

was established in Illinois pursuant 
to Senate Bill No. 326 adopted at the 
Sixty-fifth Regular Session of the 
General Assembly and approved by the 
Governor July 21, 1947. The text of 
the act creating the Commission pro- 
vided: “The Commission shall study 
the revenue laws of the State and their 
administration for the purpose of re- 
vision and improvement. It shall in- 
vestigate the needs for revenue and the 
overlapping of State taxing units for 
the purpose of coordinating their needs 
and eliminating overlapping. It shall 
study the need for equalizing the dis- 
tribution of tax burdens upon classes 
of property and of persons. It shall 
study the problems of assessment ad- 
ministration, of tax limitation, of the 
financial and other relationships be- 
tween the State of Illinois and the local 


*The author, who is professor of economics at 
the University of Illinois, served as director of re- 
search for the Revenue Laws Commission. Although 
the author is responsible for the preparation of this 
article, he has leaned heavily in its preparation on 
the Commission’s recommendations and on the sug- 
gestions in the research reports of members of the 
research staff. The article is thus largely a product 
of group thinking and research on the topics dis- 
cussed. It should be pointed out that the views 
expressed by the members of the research staff do 
not necessarily reflect the views of the Commission. 
Conversely, the recommendations of the Commission 
do not necessarily reflect the opinions of members 
of the research staff. As a matter of fact, how- 
ever, there is a wide area of agreement between the 


recommendations of the former and the suggestions 
of the latter. 


governments therein, including the 
sharing of state collected taxes and the 
granting of state aid and assistance.” 


Organization and Work of the Com- 
mission 

The Commission consisted of fifteen 
members—five from the Senate, ap- 
pointed by the President thereof upon 
the advice of the Executive Committee; 
five from the House of Representatives, 
appointed by the Speaker thereof; and 
five citizens of the State, appointed by 
the Governor." 

Soon after its organization, the Com- 
mission appointed a director of re- 
search. The Commission and the 
director of research then jointly selected 
the topics to be studied. It was agreed 
that major emphasis should be given to 
improving the administration of State 
and local taxes, to attaining a more 
equitable distribution of the tax burden 


1 The five members of the Senate appointed by 
Lieutenant Governor Hugh W. Cross were John W. 
Fribley, Merritt J. Little, John T. Thomas, Wallace 
Thompson, and William J. Walsh. The five mem- 
bers of the House of Representatives appointed by 
Speaker of the House Hugh Green were W. Russell 
Arrington, Robert J. Branson, Reed F. Cutler, John 
F. Boyle, and Paul Powell. Among the five members 
of the Senate, Mr. Fribley is a Democrat, and the 
others are Republicans. Mr. Boyle and Mr. Powell, 
of the five members of the House of Representatives, 
are Democrats, and the others are Republicans. The 
five citizens appointed to the Commission by Gover- 
nor Dwight H. Green were Earl H. Beling, Paul E. 
Mathias, Fred P. Jones, Edmund F, Mansure, and 
Robert S. Cushman. Senator Little was elected chair- 
man of the Commission. 
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‘among the citizens, to providing a new 
system of property tax-rate limits, and 
to studying the financial needs of local 
governmental units. The research 
topics were selected with these objec- 
tives in view. Because of the difficulty 
of amending the Illinois Constitution, 
the Commission decided at the outset to 
limit its recommendations to changes 
that could be made under the present 
Constitution.” Some problems were, 
nevertheless, encountered that could not 
be solved under the existing Consti- 
tution. No consideration was given to 
motor vehicle license fees nor to the 
motor fuel tax, because these subjects 
were being studied by another legislative 
commission. 

With the approval of the Com- 
mission, the director of research em- 
ployed a research staff to conduct re- 
search on the topics selected.* The 


2It appears certain that a progressive tax on per- 
sonal income would not be constitutional in Illinois. 
See Bachrach v. Nelson, 349 Illinois 579 (1932). In 
this case, the Supreme Court of Illinois invalidated 
a personal income tax law and declared that the 
types of taxes permitted under the Constitution are 
a uniform tax on property, taxes on occupations, and 
franchise or privilege taxes. 


3 The members of the research staff were Richard 
G. Browne, professor of social science and head, 
Department of Social Science, Illinois State Normal 
University; Herman D. Graham, assistant pro- 
fessor of economics, Fresno State College; Paul E. 
Malone, professor of public finance and director of 
the Bureau of Business Research, University of 
Kansas; Julian D. Morgan, assistant professor of 
economics and assistant director of the Bureau of 
Business Research, University of Kansas; Vernon G. 
Morrison, assistant professor of economics, Southern 
Illinois University; Edward W. Reed, professor of 
economics, University of Arkansas; William E. 
Schenk, professor of economics, Texas A. & M. 
College; Clyde F. Snider, associate professor 
of political science, University of Illinois; Truman 
G. Tracy, assistant professor of economics and 
business, University of Missouri; Leslie L. Waters, 
associate professor of business, Indiana University; 
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Commission also employed a legal staff 
of two persons to give legal advice and 
draft bills. Most of the research as 
sociates and the legal staff worked part 
time for the Commission on a special 
assignment basis. 

In January, 1948, the Commission 
planned a series of public hearings and 
publicized the fact that organizations 
and individuals were invited to attend 
the hearings and present their sugges- 
tions for changes in the State and local 
tax system. Twenty-nine organiza- 
tions and three individuals presented 
statements at the public hearings. The 
Commission requested all State agencies 
charged with the administration of 
taxes and other revenues to submit 
recommendations at the public hearings 
for any changes in the measures under 
their jurisdiction that they believed 
desirable. Representatives of fifteen 
departments and offices appeared before 
the Commission. The Department of 
Revenue complied with numerous re- 
quests of the Commission for a vast 
amount of unpublished statistics on 
assessed valuations, tax levies, tax ex- 
tensions, tax rates, and other tax 
matters. 


Arthur H. Winakor, an accountant with offices at 
Champaign and Springfield, Illinois; J. Nelson Young, 
assistant professor of law, University of Illinois; 
Constance C. Einhorn, who served as a research 
assistant; and the author. The legal staff consisted 
of James A. Sprowl, a member of the firm of Pop- 
penhusen, Johnston, Thompson, and Raymond, 
Attorneys, Chicago; and Montgomery S. Winning, 4 
member of the firm of Giffin, Winning, Lindner, and 
Newkirk, Attorneys, Springfield. The former wat 
engaged by the Commission to make a report on thé 
constitutionality of a classified property tax if 
Illinois; the latter was employed to draft bills and 
to serve as a general legal consultant. All members 
of the technical staff live or have resided in Illinois. 
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Under the provisions of the law 
which created it, the Commission was 
directed to report its findings and 
recommendations to the Sixty-sixth 
General Assembly which would con- 
yene in January, 1949. The report was 
prepared in two parts. Part One, which 
contained a summary of recommenda- 
tions and brief explanatory comments, 
was presented in March, 1949. The 
primary purpose of this summary was 
to make the recommendations of the 
Commission available to the Governor 
and members of the General Assembly 
in the briefest possible form. Im- 
mediately following the presentation of 
the summary, individual members of 
the Commission introduced simultane- 
ously in both Houses of the Legislature 
twenty-two bills which had _ been 
drafted by the legal staff. These bills 
were designed to give legal effect to the 
major recommendations of the Com- 
mission. Part Two of the report, which 
consists of the research staff reports, 
was published in July, 1949, with a re- 
print of Part One in the first part of 
the volume. Because of the magnitude 
of its undertaking, the Commission was 
not able to give careful study to all sub- 
jects included in the research staff re- 
ports. 

A discussion will be presented below 
of the major recommendations of the 
Commission, together with brief com- 
ments on the reasons therefor. 


Full-Value Assessments 


The full-value assessment plan which 
was adopted in 1945 has been the sub- 
ject of a great deal of controversy. This 
Plan provides a method for equalizing 
the general level of property tax assess- 
ments among the various counties on a 


full-value basis.* In 1945, before the 
plan became effective, the ratios of 
assessed to full value ranged from 14 
per cent in White County to 68 per cent 
in Cook County. The objectives of the 
plan are to equalize the tax burden 
among taxpayers in districts that over- 
lap county boundaries; to render tax- 
rate and debt limits uniformly appli- 
cable among the various counties; to 
equalize tax burdens between State- 
assessed and locally assessed property; to 
equalize the tax-rate factor among local 
units in qualifying for State aid; to re- 
duce the lag between changes in 
property values and assessed valuations; 
and to render inequalities in original 
assessments more conspicuous to both 
assessors and taxpayers. 


Despite the many advantages of the 
plan, considerable opposition developed 
against it, and it seemed likely than an 
attempt would be made to repeal the 
law in the 1949 session of the Legis- 
lature.° The Commission recommended 
that the full-value assessment plan be 
continued, but suggested certain ways 
in which the plan should be strength- 
ened. The changes recommended were 
designed to improve the method of 
computing equalization factors, to ren- 
der the law less vulnerable to legal 


4For the details of the plan, see the author’s 
article, “ Full-Value Assessment Program in Illinois,” 
Bulletin of the National Tax Association, XXXI 
(January, 1946), 116-21, and the article by Lynn 
A. Stiles, entitled “‘ Full Fair Cash Value’ in the 
1945 Illinois Assessment Equalization Program,” 
Bulletin of the National Tax Association, XXXII 
(November, 1946), 134-43. 


5 As was anticipated, a bill (S.B. 468) was in- 
troduced which provided for repeal of the law, but 
it failed to pass. 
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attack, and to secure better acceptance 
of the plan by citizens.° 


County Assessment Supervisor 


Although adoption of the full-value 
assessment plan has done much to equal- 
ize the general level of assessments 
among the various counties, the findings 
of the research staff revealed that gross 
inequalities in assessments still exist 
among townships and among individual 
properties in the same township. This 
situation results to a considerable extent 
from the highly decentralized nature of 
the assessment organization and the ex- 
tensive use of part-time, elective town- 
ship assessors most of whom do not 
possess the technical knowledge and 
skills essential to an accurate assessment 
of much of the property under their 
jurisdiction. 

To equalize assessments among town- 
ships within a county and to reduce in- 
equalities in individual assessments, the 
Commission recommended that an office 
of county assessment supervisor be 
created in each county except Cook and 
St. Clair.’ According to the proposal, 
the county assessment supervisor would 
be appointed by the county board from 
a list of qualified candidates certified by 
the Department of Revenue. This 
officer was to be vested with responsi- 


6 For the details of the recommended changes, see 
the Report of the Revenue Laws Commission 
(Springfield, 1949), Part One, pp. 12-13. The 
bills (S. B. 331, 332, and H.B. 662, 663) which 
contained the proposed changes were not adopted 
at the 1949 session of the Legislature. 


TCook County now has a full-time, elective 
county assessor and St. Clair County has an elective 
board of assessors. One of the major features of the 
full-value assessment plan when it was proposed to 
the Legislature in 1945 provided for the establish- 
ment of a county supervisor of assessments, but this 
feature of the plan was not adopted. 
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bility for all real estate and personal 
property assessments under the juris 
diction of local assessors. Under the 
proposal, township assessors elected in 
counties under township organization 
(a large majority of the counties) 
would be continued as ex-officio deputy 
assessors in their townships. The use of 
tax maps, accurate tract ownership 
records, and standard appraisal methods 
were recommended, as well as the fur- 
nishing by the Department of Revenue 
of the necessary supplies and equipment 
for setting up the original sets of maps, 
lists, and records. Salaries of county 
assessment supervisors, under the pro- 
posal, would be paid by the State, with 
the annual compensation graduated 
from $2,000 to $6,000 according to the 
population of the county. 

A further feature of the recommen- 
dations relative to this subject was that 
the county assessment supervisor should 
serve as clerk of the board of review, 
This arrangement would enable the 
assessment supervisor to defend the 
original assessments before the board of 
review. Boards of review, moreover, 
would be limited to acting upon com- 
plaints, adding omitted property, and 
handling exemption claims; they would 
not be empowered, as at present in 
counties except Cook, to revise assess 
ments on their own motion. 

House Bill 663, which embodied the 
recommendations of the Commission 
pertaining to assessment organization, 
was adopted at the recent session of the 
Legislature, and the law becomes effec- 
tive December 1, 1949. 


Classified Property Tax 


The inability legally to classify 
property for purposes of taxation im 


Illinois has long been a serious handicap 
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in the administration of the property 
tax. Although the Constitution re- 
quires that property be taxed at a uni- 
form rate, a highly inequitable, ar- 
bitrary, and discriminatory system of 
administrative classification has de- 
veloped. A few years ago the Assessor 
of Cook County attempted to improve 
personal property assessments in that 
county by setting up an administrative 
system of classification of certain types 
of personal property. Although the 
system of classification used in Cook 
County is of doubtful constitutionality, 
it represents a sincere effort to improve 
personal property assessments. 

Four attempts have been made to 
amend the revenue article (Article IX) 
of the Constitution to provide, among 
other things, for the adoption of a 
classified property tax. On three of the 
four occasions the proposed amendment 
received a majority of all votes cast on 
the proposition. In each of these cases, 
however, the proposal failed of adop- 
tion, because it did not receive a major- 
ity of all votes cast at the election. 


The interest of the Commission in 
the possibility of adopting a classified 
property tax was stimulated by the view 
held in some quarters that statements of 
the Supreme Court of Illinois in some 
recent decisions might be interpreted to 
support classification. James A. Sprowl 
made an exhaustive study for the Com- 
mission of all Supreme Court decisions 
bearing on the question. In his report 
he pointed out that the Court had 
made some statements in a few cases 
which seemed to give some support to 
classification. He concluded, however, 
that a rigid construction of the law and 
the preponderance of court decisions in- 
dicate almost beyond any doubt that a 
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classified property tax in Illinois would 
not be constitutional. The Commission 
therefore agreed not to recommend 
adoption of a classified property tax. 


Corporate Excess Tax 


Most of the states that have used the 
corporate excess tax have abandoned it 
because of administrative difficulties, 
but this tax is still employed in Illinois.® 
It is based on the value of all the 
property of a corporation less the as- 
sessed valuation of the real estate and 
tangible personal property. Earnings 
are taken into consideration in comput- 
ing the assessed valuation of the corpo- 
rate excess. The purpose of the tax is to 
reach the intangible values of corpora- 
tions which before its adoption were 
not being reached effectively through 
the direct assessment of personal 
property. The assessments of corporate 
excess are a part of the property tax 
assessments of the taxing districts in 
which the “principal office” of the 
corporation is located. 

The defects in the corporate excess 
tax are numerous and serious. Under 
existing law the responsibility for assess- 
ing the corporate excess is divided be- 
tween the Department of Revenue and 
local assessors.® Because of differences 
in the methods used, discrimination 
exists between corporations assessed by 
the former and those assessed by the 


8 This tax is designated in the statutes and court 
decisions as a “capital stock” tax. It should be 
distinguished, however, from the annual franchise 
tax, sometimes called a capital stock tax, which is 
collected by the Secretary of State. 


® Under the present revenue act the capital stock 
(corporate excess) of all domestic corporations “ ex- 
cept companies and associations organized for purely 
manufacturing and mercantile purposes, or for either 
of such purposes, or for the mining and sale of coal, 
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latter. Assessment practices also vary 
widely among the local assessors in the 
various counties, with resultant in- 
equalities in the burden of the tax. 
Many corporations escape the tax com- 
pletely. The statutes and court de- 
cisions have limited the corporate excess 
tax to domestic corporations. Domestic 
corporations are taxed on the full 
amount of their corporate excess re- 
gardless of what part of their business 
is conducted in Illinois. Foreign cor- 
porations are not subject to the tax even 
if all of their business is transacted in 
Illinois.*° Some corporations deliberate- 
ly take out charters in another state to 
avoid the corporate excess tax. 

As previously mentioned, one of the 
major factors used in evaluating cor- 
porate excess is capitalized earnings. 
The rate generally prescribed is 7 per 
cent. This rate is too high for some 
corporations and too low for others. 
Finally, corporations have wide discre- 
tion in designating their “ principal 
office” for corporate excess assessment 
purposes. It is a common practice for 
corporations that do business in a large 
area to locate their “ principal office ” in 
a small community with a low tax rate. 
As a result, the local taxing districts in 
which the principal office is located 
derive a tax windfall and the corpora- 
tion gains tax advantages. Other tax- 
ing districts in which the corporation 
transacts business and hence derives in- 
come from which the corporate excess 





or for printing, or for the publishing of newspapers, 
or for the improving and breeding of stock, or for 
banking, or for building and loan purposes,” is sub- 
ject to assessment by the Department of Revenue 
(par. 502, chap. 120, Illinois Revised Statutes, 1947). 


10 Intangibles: of foreign corporations that have a 
business situs in Illinois are taxable, but few of such 
intangibles are assessed. 
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tax is paid receive none of the revenug 

Because of the serious weaknesses in 
the corporate excess tax, the Com 
mission recommended that this tax be 
repealed.1 To retrieve the loss of 
revenue that would result from the re 
peal of the corporate excess tax, the 
Commission recommended that the 
Business Corporation Act be amended to 
provide for a supplemental franchise 
tax on both domestic and foreign cor- 
porations measured by net income. The 
rate proposed for the tax was 1 per cent, 
a rate which it was estimated would 
produce substantially the same amount 
of revenue that the local units were 
deriving from the corporate excess tax, 
For the purpose of allocating net income 
to Illinois, a formula was to be used 
similar to that used in the present fran- 
chise tax. The revenues from the pro- 
posed franchise tax were to be allocated 
to school districts throughout the en- 
tire State, based on the number of pupils 
in average daily attendance. No change 
was recommended in the assessment of 
railroad property, because the unit as 
sessment of such property includes both 
tangible and intangible property and 
appears to be operating in a satisfactory 
manner. 


The bills which were intended t0 
give legal effect to recommendations 
relative to the corporate excess tax and 
the supplemental franchise tax en- 
countered strong opposition in the 
Legislature and failed of adoption.” 


11 Mr. Jones, Mr. Mansure, and Senator Thomas 
dissented from this recommendation. 


12$.B. 333, 334; H.B. 664, 665. Although the 
author favored the plan recommended by the Com 
mission, he suggested that they should consider mak- 
ing two alternative recommendations. One of the 
alternatives would have provided for the assessment 
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The proposed legislation was opposed by 
corporations because of the belief that 
it would eventually, if not immediately, 
increase taxes. Local communities now 
enjoying windfalls from the corporate 
excess tax opposed the legislation be- 
cause they would lose a considerable 
amount of revenue from the change. 
Their share of the proposed grants to 
school districts would in many cases be 
far less than they are now receiving 
from the corporate excess tax. 


Bank Share Tax 


The taxation of banks in Illinois has 
not been accompanied by the conflict 
with Federal laws experienced in many 
other states. This fact is largely attrib- 
utable to the “uniform tax” clause 
in the Illinois Constitution. No taxes 
have been imposed on banks other than 
the general property tax upon real es- 
tate, tangible personal property of state 
banks,’* and bank shares. Taxes on the 
shares of state and national banks, as 
well as those on real estate and tangible 
personal property (in the case of state 
banks), are imposed at the uniform 
rates of the general property tax. 

All state and national bank shares are 
assessed and taxed at the place where 
the bank is located, regardless of where 





of the corporate excess of all corporations by the 
Department of Revenue and the other would have 
provided for unit assessment of all public utilities 
by that Department. The Commission preferred, 
however, to make no alternative recommendations 
relative to the corporate excess tax. 


183 Federal permissive legislation does not grant 
authority to the states to tax the tangible personalty 
of a national bank. Federal statutes, moreover, do 
not permit the taxation in Illinois of shares owned 
or held in Illinois of capital stock of national banks 
located in other states. See sec. 548, Title 12, U.S. 
Code, commonly referred to as section 5219. 
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the stockholders reside. Local assessors 
have jurisdiction over assessment of 
bank shares, but in many counties they 
are assessed by the county treasurer or 
the board of review. The assessment is 
made in the names of the shareholders, 
although the tax is normally collected 
from the banks. Elaborate legal safe- 
guards are provided to assure payment 
of the tax by the banks. The items in- 
cluded in the assessment of bank shares 
are capital, surplus, undivided profits, 
and reserves, other than normal operat- 
ing reserves for taxes, interest, and 
other current expenses. Deductions 
may be made from “total capital 
funds ” for depreciated assets, the equa- 
lized assessed value of real estate, and 
other specific items that are proper off- 
sets against capital funds. 

In its practical operation, the tax- 
ation of bank shares in Illinois is de- 
fective in several respects. Although 
capital stock, surplus, and undivided 
profits are usually listed at book value 
in computing total capital funds, the 
treatment of reserves varies widely 
among the various counties. In some 
counties taxable reserves are listed at 
book value, whereas in others they are 
omitted entirely. A second defect 
arises from the common practice of de- 
ducting large sums from capital funds 
for “‘ depreciated assets.” The deduc- 
tion is usually made in the form of a 
flat percentage, with the rates ranging 
from zero to as high as 60 per cent. 
A deduction is permissible to the extent 
that assets are actually depreciated, but 
the amounts deducted in many counties 
are patently far in excess of actual 
depreciation. 

A third defect is that the tangible 
personal property of state banks is sub- 
ject to taxation while such property of 
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national banks cannot be taxed. The 
obvious result is discrimination against 
state banks. This discrimination could 
be avoided if banks were permitted to 
deduct the assessed valuation of tangible 
personalty in computing the assessed 
valuation of the shares as is permitted 
in computing the corporate excess as- 
sessment of corporations subject to that 
tax. A final objection is that income is 
not taken into consideration in com- 
puting the assessed value of shares as is 
the case in computing taxable corporate 
excess. A survey of a sample group of 
banks in sixty-four counties revealed 
that the percentage of bank share taxes 
to net income ranged from zero to 47.2 
and that the average percentage for the 
group was 9.4. Since the corporate ex- 
cess tax does not amount on the average 
to more than 1 per cent of net income, 
the burden of the bank share tax is 
much greater than that of the corporate 
excess tax. 

In view of the numerous defects in 
the bank share tax, the Commission 
recommended that it be repealed and 
that a privilege tax measured by net in- 
come be adopted in its place. The rate 
suggested for the privilege tax was 1 
per cent, the same as that proposed for 
the supplementary franchise tax on 
other corporations. Revenues from the 
privilege tax on banks were to be allo- 
cated to school districts in the same 
manner as proposed for revenues from 
the supplementary franchise tax. The 
Commission considered recommending 
that bank shares be assessed by the 
Department of Revenue as an alterna- 
tive to the privilege tax. This alter- 
native recommendation was not made, 
however, because of the belief that it 
would not reduce the inequality that 






[ Vor, J] 


now exists between the bank share ta 
and the corporate excess tax. 

Opposition in the Legislature to th 
bills (S.B. 335, H. B. 666) providing 
for the privilege tax on banks was not 
nearly so strong as that against the sup. 
plementary franchise tax bills. When 
it transpired that the latter could not k 
adopted, however, support of the for 
mer was abandoned.” 


Tax-Rate Limits 


One of the most troublesome prob- 
lems that confronted the Commission 
was that of property tax-rate limits 
Illinois, like most other states, has an ex- 
tensive system of legal limitations upon 
property tax rates. With the adoption 
of the compulsory full-value assessment 
program in 1945, accompanying legis 
lation cut most of the statutory tax 
rate limits in half, these to become effec- 
tive January 1, 1951, later extended to 
January 1, 1953. In the interim tram 
sition period ro 1953 tax rate maxima 
must be derived according to a statu- 
tory formula, originally prescribed in 
S.B. 314, adopted in 1945, and now 
under H.B. 513, enacted in 1947. 

The necessity of using a rather com- 
plicated formula during the transition 
period resulted from the fact that the 
effective tax-rate limits varied widely 
among units of the same type in various 


14 Under the Federal statute which provide 
optional methods of taxing national bank shares 
a privilege tax measured by net income cannot “be 
higher than the rate assessed upon other financial 
corporations nor higher than the highest of the rates 
assessed by the taxing state upon mercantile, mant- 
facturing and business corporations doing busines 
within its limits” (sec. 548, Title 12, U.S. Cade). 
Thus a privilege tax on the net income of banks, i 
the absence of a tax with a rate equally as high om 
the net income of other corporations, would be 
doubtful legality. 
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counties prior to 1946. For example, 
the maximum rate for county corporate 
purposes in 1945 was 25 cents on the 
$100 assessed valuation. Yet the effec- 
tive tax-rate limit for county corporate 
purposes was 3.5 cents in White 
County and 16.5 cents in Calhoun 
County. This wide variation in effec- 
tive limits arose from the fact that the 
county assessment ratio was 14 per cent 
in the former county and 66 per cent 
in the latter. The actual rates among 
the various units prior to 1946 reflected 
the effective rate limits to a considerable 
extent. This situation was taken into 
account in constructing the formulas 
provided in S.B. 314 and H.B. 513. 
With allowance for some adjustments, 
H.B. 513 ties each taxing district to the 
effective rate limit prevailing in 1945. 
The formula required during the tran- 
sition period provides in effect what is a 
system of individual rate limits rather 
than the State-wide general limits which 
prevailed before 1946. 

The problem of the Commission was 
to determine what changes, if any, 
should be made in the formula for the 
transition period and to suggest a new 
system of general limits to become effec- 
tive on or before January 1, 1953. Un- 
less a new system of general limits is 
established before January 1, 1953, the 
tax ceilings of many local units will be 
substantially increased. On the other 
hand, the present formula system can- 
not be extended indefinitely without 
serious risk of being held unconstitu- 
tional. Studies of Vernon G. Morrison 
of the research staff disclosed that most 
local units were not seriously restricted 
by the existing formula limits. The 
levies most severely restricted were those 
for county corporate purposes, city 


corporate purposes, and some elemen- 
tary school districts. 

The Commission made no recommen- 
dation for a change in the formula 
limits, because there did not appear to 
be any urgent need for a revision of 
such limits. Local units, moreover, 
were to be given some financial relief 
under the Commission’s proposal for 
grants to school districts. Considera- 
tion was given to the possibility of 
setting up a graduated system of rate 
limits, based upon population and per 
capita assessed valuations, to supplant 
the formula limits. Numerous sched- 
ules of graduated rate limits were con- 
sidered, but each schedule was too re- 
strictive for some units and too liberal 
for others. Consideration was also 
given to the possibility of permitting 
local units to have a free hand in fixing 
their own tax-rate limits, but this plan 
was not looked upon with favor. 

After a great deal of study of the 
problem, the Commission decided to 
recommend basic statutory tax-rate 
limits for all local taxing districts in 
Downstate counties, except school dis- 
tricts, of 40 per cent of the maximum 
limits in effect on December 31, 1945.7° 
Corporate authorities were to have 
power, after notice and public hearing, 
to increase the basic limit by not more 
than one-third, upon an affirmative 
vote of two-thirds of the members of 
the corporate authority. Any proposal 
to increase the basic rate limit in this 
manner was to be subject to disapproval 
by the voters of the district upon 


15 A basic rate of 40 per cent of the limits in 
effect in 1945 was selected, because current rates 
for most local units are on the average approxi- 
mately 40 per cent of the 1945 limits. 
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the filing of a petition signed by 10 per 
cent of the registered voters. The plan 
recommended further provided that 
local units could increase their basic rate 
limits by 100 per cent at referenda, sub- 
ject to the requirement that the increase 
at any election held for the purpose 
could not increase the then existing 
limit by more than 50 per cent. Under 
the plan proposed, local units would 
have considerable freedom in fixing 
their tax-rate limits, yet they would be 
subject to a measure of State control. 
This arrangement is consistent with the 
view held by the Commission that the 
desire and need for public services and 
the ability to support public functions 
vary widely among the various taxing 
districts and that the responsibility for 
determining the maximum tax rate 
should rest largely upon the citizens of 
the district and their elected represent- 
atives. 

The Commission did not draft any 
bills pertaining to tax-rate limits. It 
was not imperative that legislation on 
the subject be adopted in 1949. More- 
over, strong opposition developed in 
some quarters to the recommendation 
of the Commission as soon as the details 
of the proposal became known. 


Financial Aid to Local Units 


Studies of the research staff showed 
that many cities and villages were in 
urgent need of additional revenues. 
The Commission considered numerous 
plans of providing financial aid to these 
units. An important consideration in 
selecting a plan was that the Constitu- 
tion of Illinois does not permit grants to 
local taxing districts for local corporate 
purposes. Grants can be made to local 
units only for State purposes. The plan 
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agreed upon provided for a combined 
annual grant of $25,000,000, about half 
of which was to reimburse local units 
for the loss of revenues from the pro. 
posed repeal of corporate excess and 
bank share taxes, and the other half of 
which was for ultimate special aid to 
cities and villages. The proposed grant § 
was to be made to all school districts in 
the State maintaining any grade from 
one to twelve and was to be allocated on 
a basis of pupils in average daily attend- 
ance. This so-called “ property-tax- 
reduction ” grant was to be in addition 
to and entirely separate from the regu- 
lar system of grants to schools. In or 
der to qualify for this grant a unit dis- 
trict would have to levy a property tax 
rate of at least 60 cents on the $100 
assessed valuation, and all other types 
of districts would have to levy a mini- 
mum rate of 40 cents. 

Although the grant was to be made 
to school districts, cities and villages 
were to be given aid by the require- 
ment that the county clerk in extend- 
ing taxes should reduce the extendible 
tax levy of each school district by the 
amount of the grant. Cities and 
villages which needed additional funds 
could then increase their tax levies with- 
out increasing the over-all tax burden 
on property, the tax increase for city of 
village purposes being offset by the re 
duction in taxes for school purposes in 
such cities and villages. The basic tax 
rate of cities and villages was to be in- 
creased above the level proposed fot 
other units (40 per cent of limits im 
effect December 31, 1945) sufficiently 
to enable cities and villages to derive 
full benefit of the property-tax-re- 
duction grant. The bills which em- 
bodied the recommendations of the 
Commission relative to financial aid to 
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local units were not adopted by the 
Legislature at its session this year.’ 

Because other groups were working 
on the matter, the Commission did not 
make a specific recommendation for an 
increase in grants to school districts 
from the distributive fund. It did ex- 
press approval, however, of a policy un- 
der which the State, subject to certain 
limitations, would provide financial 
support for a sound minimum or foun- 
dation program for both elementary 
and high schools. Richard G. Browne 
of the research staff discussed the 
financing of a foundation program in 
his report. 

At the suggestion of Clyde F. Snider 
of the research staff, the Commission 
considered eliminating from the present 
law the requirement that adoption of a 
supplementary retailers’ occupation tax 
(sales tax) by cities be approved at an 
election before the tax becomes effective 
and that provision be made for subse- 
quent referendum on petition. The 
Commission passed the suggestion along 
to the Legislature for such action as it 
might choose to take. 


Inheritance Tax 


Several recommendations were made 
relative to the inheritance tax. The 
first was that the Inheritance Tax Act 
be amended to impose a supplemental 
estate tax to take full advantage of the 
80 per cent credit allowed under the 
basic Federal estate tax law. Another 


16H.B. 670, 671, 672, and 673; S. B. 339, 340, 
341, and 342. A bill (H.B. 946) sponsored by the 
Administration provided for an appropriation of 
$34,000,000 for State grants to municipalities on a 
Per capita basis to be used exclusively for police, 
fire, and public health functions. This bill was 
hotly contested and, although it passed in the House, 
it failed in the Senate. 
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recommendation was that the Inherit- 
ance Tax Act be amended to increase 
the time allowed for filing returns and 
making payment of the tax to sixteen 
months and eighteen months, respec- 
tively, in order to postpone the filing of 
the State return until after the filing of 
the Federal estate tax return.” A third 
recommendation was that the inheri- 
tance tax law be amended to provide 
for exempting transfers of property in 
an estate from inheritance tax to the 
extent that the transfer was previously 
taxed in the estate of a decedent dying 
within five years prior to the second 
transfer. The bill which contained the 
first and second recommendations of the 
Commission was adopted.”® 

J. Nelson Young of the research staff 
made several suggestions that the Com- 
mission did not include in its recom- 
mendations. One of these was that the 
exemption for a brother or sister be re- 
duced and that the rates for these heirs 
be increased to place them on a more 
comparable basis with other states. A 
second suggestion was that all phases of 
the administration of the inheritance 
tax be placed under a single State 
agency. This would correct the exist- 
ing situation which consists of a division 
of responsibility at the State level be- 
tween the Attorney General and the 
State Treasurer and the scattering of ad- 
ministrative functions at the local level. 
A third suggestion was that considera- 
tion be given to substituting an estate 
tax for the inheritance tax. Such a 
change would eliminate many trouble- 
some problems in the administration of 


17 Under existing law, State returns must be filed 
within ten months and the tax must be paid within 
twelve months. 


18S. B. 345. 
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the inheritance tax. Some other changes 
of a more technical nature were sug- 
gested. 


Special Occupation Taxes 


By a series of court decisions and 
regulations of the Department of Rev- 
enue, numerous occupations have been 
exempted from the provisions of the 
Retailers’ Occupation Tax Act. These 
exempted occupations fall into three 
general groups: construction contrac- 
tors, persons engaged in producing 
goods for others on special order, and 
persons repairing personal property for 
others by adding or incorporating there- 
in tangible personal property for use or 
consumption. Exemption of such sell- 
ers from the retailers’ occupation tax 
(sales tax) has resulted in a large loss of 
revenue to the State Treasury. It has 
been estimated that the annual loss at 
the present time is approximately 
$25,000,000. The exemptions, more- 
over, are inequitable, and, in some cases, 
even ridiculous. If a person purchases 
an electric light fixture from a retailer 
and installs it himself, the dealer is liable 
for payment of the retailers’ occupation 
tax, and an amount equivalent to the 
tax is usually added to the purchase 
price of the item. But if a person con- 
tracts with an electrician to provide and 
install an electric light fixture, no tax 
liability is incurred. A ready-made suit 
of clothes purchased from a retailer is 
subject to the tax, but if a suit is pur- 
chased from a tailor on a made-to-order 
basis it is exempt. 

To plug the loopholes that have de- 
veloped, the Commission recommended 
adoption of a series of occupation taxes 
based on gross receipts and with the 
same rate of the retailers’ occupation 
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tax. The bills which were drafted fo 
this purpose were approved in the 
House, but they were rejected in the 
Senate.’® 

The Commission considered the de. 
sirability of imposing a use tax as 4 
supplement to the retailers’ occupation 
tax but did not recommend adoption of 
such a tax because of its doubtful con. 
stitutionality. Because of its doubtful 
constitutionality and, for other reasons, 
the Commission did not give serious 
consideration to exempting food from 
the retailers’ occupation tax. 


Miscellaneous Recommendations 


Some of the other recommendations 
of the Commission were that the annual 
tax sale be strengthened so that tax 
deeds would convey merchantable title 
and enable the grantee to secure posses- 
sion of the real estate which he has pur- 
chased; that the scavenger tax sale law 
be strengthened by making the in- 
clusion of special assessments manda- 
tory; and that the State’s Attorney be 
permitted to file a suit in equity to 
terminate the right of taxpayers to re- 
deem from forfeitures and to vest clear 
title in the State where a parcel of real 
estate has been forfeited for nonpay- 
ment of taxes for ten or more years. 
The bills which embodied these recom- 
mendations were not adopted by the 
Legislature.”° 

A suggestion was considered by the 
Commission that homesteads be ex- 
empted from the property tax. The 


19 H.B. 678, 679, and 680. Governor Stevenson 
lent strong support to these bills, but the opposition 
in the Senate could not be overcome. 


205.B. 343, 344. 
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conclusion reached was that such ex- 
emption would be unconstitutional in 
Illinois and that it was objectionable on 
other grounds. 

The research staff made reports on 
several subjects which the Commission 
did not have time to study carefully. 
Among these were the reports on the 
taxation of coal and oil properties, 
tobacco taxes, alcoholic beverages taxes, 
taxation of horse racing, State license 
fees and charges, and the coordination 
of Federal and State taxes.”* 


Conclusion 


Measured in terms of the number of 
recommendations adopted at the 1949 
session of the Legislature, the results 


‘attained by the Revenue Laws Com- 


mission were far from satisfactory. 
Only two of the major recommen- 
dations, those pertaining to the county 
assessment supervisor and the inherit- 


21The reports on these topics are included with 
the other reports of the research staff in Part Two 
of the Commission’s report. 





ance tax, were adopted. Other recom- 
mendations might have been adopted 

,except for the fact that political con- 
trol in the Legislature was divided, with 
the Democrats having a small majority 
in the House and with the Republicans 
having control in the Senate. A con- 
tributing factor to the failure of some 
of the bills to pass was the pressure of 
business in the Legislature during the 
last few weeks of the session. 

The Commission was composed of an 
able and conscientious group of men 
and, in the opinion of the writer, their 
recommendations are in the main of a 
sound and constructive nature. The 
experience with previous legislative 
commissions is that many of their 
recommendations are not adopted at 
the first session of the Legislature fol- 
lowing submission of the report, but 
that the recommendations in many 
cases receive favorable action at subse- 
quent sessions. The prospects are thus 
favorable that most of the recommen- 
dations of the Commission will ulti- 
mately be adopted. 








PENNSYLVANIA AMENDS PERMISSIVE 
LOCAL TAX LAW 


RICHARD C, SPAULDING * 


ENNSYLVANIA’S legislature at its 

1949 session restricted the scope of 
the State’s permissive local tax law (Act 
481 of 1947). With a two-year period 
in which to judge the operation of the 
law, the Legislature, after listening to 
demands ranging from those for wider 
coverage of municipalities to those for 
outright repeal, adopted a number of 
amendments, which were embodied in 
Act 246 of 1949. Despite restrictions 
contained in this amending act, munici- 
palities and school districts still have a 
wide range of taxing powers. 


EXPERIENCE UNDER ACT 481 


Since the Pennsylvania Legislature 
passed Act 481 in 1947, local govern- 
ments have been able to tap sources of 
revenue previously unavailable to them. 
During the 1947 session, organizations 
of local government officials were 
knocking at the door of the Legislature 
for more State aid. The City of Pitts- 
burgh was asking for the passage of 
various bills which would enable it to 
carry out public improvement projects. 
Governor James Duff, a former local 
official himself, knew well the problems 
of local governments. It was with his 
backing that the Legislature passed Act 
481 as an answer to the local govern- 
ments. 


* The author is a member of the staff of the 
Pennsylvania Economy League, Philadelphia. 
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The philosophy of the act was that 
those people who ask for and _ subse. 
quently benefit from the services of 
their local governments should be the 
ones to pay for those services. Whena 
tax under Act 481 was proposed, local 
budgets, for many years inspected by 
only a few organized groups, were given 
close scrutiny by interested citizens, 
Past expenditures as well as proposed 
expenditures had to be justified to the 
local taxpayers. In some cases taxpayers 
were quite willing to be taxed when 
they considered that the use to be made 
of the increased revenues was worthy, 
In other instances hard-fought cases 
have been carried to the State Supreme 
Court in an attempt to have new taxes 
invalidated. 

Act 481 authorized all local govern 
ments to tax anything the State had 
power to tax and was not currently 
taxing, except gross receipts from 
utility services subject to regulation by 
the Pennsylvania Public Utility Com- 
mission. This power was not extended 
to the City of Philadelphia (which ha 
its own broad taxing powers under the 
Sterling Act of 1932), the school dis 
tricts of Philadelphia and Pittsburgh, 
or counties and second-class townships. 


Constitutionality 


In November, 1947, Act 481 wa 
declared constitutional by the Penm 
sylvania Supreme Court in English 
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al v. Robinson Township School Dis- 
trict (358 Pa. 45). The chief allega- 
tion of the plaintiffs was that there had 
been an unlawful delegation of power 
by the Legislature. The Court held 
that a clear precedent for the dele- 
gation of broad taxing power to cities 
had been established when Philadel- 
phia’s Sterling Act was declared con- 
stitutional. In regard to school dis- 
tricts, the Court held that “It is really 
not so much a delegation of power to 
school districts as a direct assertion of 
the State’s power to tax enforced by the 
State’s agents.” This principle was 
also indirectly applied to boroughs, 
towns, and first-class townships. 


Extent of Use 


After Act 481 was upheld by the 
State Supreme Court, municipalities 
began to use their new-found powers. 
As of May 16, 1949, 755 governmental 
units had levied some taxes under the 
act (see Table 1). 

Most of the larger municipalities 
have levied broad-based taxes. Cities 
have, in the main, confined themselves 
to amusement, mercantile, and income 
taxes. The imposition of a wage or 
earned income tax by a city in which 
many nonresidents work has usually 
been followed by a similar levy by sur- 
rounding communities. This results 
from a feature of Act 481 which gives 
the place of residence priority over the 
place of occupation in the collection of 
an income tax. For example, if Sub- 
division A where X works levies an in- 
come tax of 1 per cent, X must pay the 
full 1 per cent to Subdivision A even 
though he lives in Subdivision B. 
However, as soon as Subdivision B levies 
an income tax of 1 per cent, Subdivision 
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A no longer receives any tax from X. 
The result is that nonresidents go back 
to their home community and ask that 
a tax similar to that levied in their place 
of work be levied so as to keep the 











money at home. For instance, in 
TABLE 1 
Units Levyina Taxes uNpeR Act 481, 
May 16, 1949 

Number Number 

Unit Which Actually 

May Levy Levying 

Taxes Taxes 
Cities, Class 2 (Pittsburgh) 1 1 
Cities, Class 2A (Scranton) 1 1 
ee ee 46 37 
DOORS 6 ioiS sc Rin oie 940 180 
FE eaitabateGumint ins 1 1 
Townships, Class 1 ....... 61 19 
School districts ........... 2,541 516 
We coded ies <k Bas 3,591 755 





Source: Pennsylvania Department of Internal 
Affairs, Bureau of Municipal Affairs, 
Taxes Levied Under Act 481, February 
1, 1949; and ordinances filed subse- 
quent to February 1 with the Bureau 
of Municipal Affairs. 


Lackawanna County, Scranton City 
levies an income tax of 1 per cent and 
the Scranton City School District an 
income tax of 4 of 1 per cent. Resi- 
dents who live in Carbondale or 
Scranton (the 2 cities located in the 
county), in 14 of the 17 boroughs, and 
in 6 of the 21 townships of Lackawanna 
County pay some kind of income tax to 
their home community. 

One disadvantage of the wage or in- 
come tax has been that the Pennsylvania 
Supreme Court has interpreted the 
uniformity clause of the State Consti- 
tution to bar exemptions in the tax. 

Table 2 shows the types of taxes that 
have been levied. 


Abuses 


It is in the smaller communities 
where the real abuses have occurred 
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under the act. One example is the 
multiple taxes on natural resources that 
have been levied in a number of places. 
As of May 16, 1949, there had been 187 
taxes levied on coal, most of them based 
on the number of tons mined. Other 
taxes are based on the number of tons of 
coal washed, processed, hauled, loaded, 
and dumped. As a result, the same ton 
of coal has been taxed three or four 
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TABLE 2 
Types or Taxes Leviep uNnper Act 481, 
May 16, 1949 
Type of Tax Number 
Se IR ngs ak Conhns aacnncds nines 252 
Severance and related privileges ..... 187 
IED SD ds os cicccimadis 0 aS Osman 173 
es os wv wcnebsbe's 162 
Mechanical devices ................6- 89 
NS SEO ete ere Trees 30 
ML URUINO GS. ike ohad's whos eatba ids 23 
eS eis bho e er. iw tlbas BEKO _60 
NE oo eR ere ah 8 ek os 6 kU R Rs wh 976 





Source: See Table 1. 


times—in some cases at as much as 35 
cents aton. This places the coal opera- 
tors in taxing communities at a com- 
petitive disadvantage with nontaxing 
communities and with other states. In 
other cases, timber, limestone, oil, 
natural gas, sand, and gravel have been 
taxed. 


One small school district has levied 
a per capita tax of $20. Another school 
district has levied a mercantile tax of 4 
mills on retailers, whereas the usual rate 
has not been over 2 mills. A borough 
has levied a tax of $300 on amusement 
machines. Interestingly enough, no 
municipality has levied a retail sales tax, 
though the authority is clearly present. 
The unpopularity of this tax in Penn- 
sylvania, together with the fear of loss 
of retail business to other communities, 
has prevented its adoption. 





[ Vor, 


Legislative Studies 


With the 1949 legislative session ap. 
proaching, two separate legislatiy 
groups set to work to write correctiy 
amendments to Act 481. A Ta 
Study Committee of the Joint Sta 
Government Commission recommen 
ed, as part of an over-all tax program 
for the State, that taxes under Ag 
481 be confined to those on wages and 
salaries of residents, taxes on income 
derived from unincorporated businesse 
and professional activities of residents, 
and per capita taxes on residents. The 
Committee further recommended that 
school districts be given 75 per cent of 
the proceeds from a 2 per cent retail 
sales tax to be imposed by the State, 
The school districts were then to be re 
moved from Act 481. Bills introduced 
in the House of Representatives to carry 
out these and other recommendations of 
the Tax Study Committee were not re 
ported from committee. 

The other group of legislators work- 
ing on amendments to Act 481 was the 
Local Government Commission, com- 
posed of five senators and five repre 
sentatives. Although unanimous agree 
ment was not reached by the Com- 
mission, and no bill was developed asa 
Commission measure, Senate Bill 446, 
amending Act 481, was introduced by 
the three majority members of the 
Commission in. the Senate. 


Position of Various Groups 


As the Legislature opened its session, 
some groups were ready to resist any 
but minor changes in the act, some were 
seeking exemptions, and others were 
demanding outright repeal. Organi 
zations of local officials representing the 
cities, boroughs, and first-class town- 
ships were generally satisfied with the 
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act, though ready to accept corrective 
amendments. School directors’ and 
teachers’ organizations regarded the act 
with some distaste, preferring increased 
State subsidies to greater local taxing 
power. Coal operators and the United 
Mine Workers were seeking the ex- 
emption of natural resources from 
taxation. (The United Mine Workers 
also called for the substitution of a 
State-wide tax on fuel oil.) The re- 
tailers wished either a rigid rate limita- 
tion on mercantile taxes or the clear 
authorization of a gross receipts tax on 
all business so as to spread the burden 
of the tax. Both the A.F. of L. and the 
C.1.O. were calling for repeal of the act 
because of their dissatisfaction with 
wage and income taxes. The Com- 
missioners of Allegheny County (where 
Pittsburgh is located) wanted their 
county included in the act. This move 
eventually failed. 


ACT 246 oF 1949 


With this background, Senate Bill 
446 was introduced. After much legis- 
lative skirmishing, it was passed by the 
Legislature, becoming Act 246 of 1949. 


Exemptions 


In 1947, the Legislature prohibited 
political subdivisions from levying a tax 
under Act 481 on a “ privilege, trans- 
action, subject, occupation or personal 
property which is now or does hereafter 
become subject to a State tax or license 
fee.” This meant that local units could 
not levy a tax on corporate net income, 
on capital stock, on sales of cigarettes, 
alcoholic beverages or on soft drinks. 
Also, political subdivisions could not 
levy a tax on the gross receipts of a per- 
son or company whose rates and services 
are fixed and regulated by the Pennsyl- 
vania Public Utility Commission. The 
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only other source of revenue which was 
forbidden to local units was a tax on the 
privilege of employing tangible prop- 
erty subject to a State tax, except for 
taxes on the sales of admission to places 
of amusement or on the sales or trans- 
fers of title or possession of property. 
New exemptions included in Act 246 
will have a marked effect on municipal 
revenues. The exemption of public 
utility companies from taxation .was 
broadened to exclude from taxation 
services rendered by a public utility or 
any privilege or transaction involving 
the rendering of any such service. Local 
units operating under Act 481 have 
generally refrained from special taxes 
on public utilities, although one attempt 
at taxing power running through trans- 
mission wires has been reported. 


The taxation of the income of non- 
residents by school districts was for- 
bidden, although cities, boroughs, and 
first-class townships may continue to 
tax nonresidents, with the place of resi- 
dence retaining priority as explained 
above. Evidently the philosophy was 
that while nonresidents receive some 
benefit from the use of municipal facili- 
ties and services such as streets, sewers, 
and police protection they receive no 
direct benefit from school facilities. 
This provision will affect the 116 school 
districts which had levied wage or in- 
come taxes as of May 16, 1949; the 
largest of these are the Scranton City 
School District and the Williamsport 
City School District. 

Taxes are prohibited on manufac- 
tured goods, on farm products pro- 
duced, and on _ natural resources. 
Chiefly affected by this provision are 
those subdivisions which levied various 
taxes on coal, including 163 school dis- 
tricts in the anthracite field in north- 
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eastern Pennsylvania and in the bitu- 
minous region in the western part of the 
State. 

Taxes are prohibited on any “ privi- 
lege, act or transaction related to the 
business of manufacturing, the produc- 
tion, preparation or processing of .. . 
natural resources or farm products.” 
This section was evidently intended as a 
general exemption from taxation of the 
basic productive economy of the State. 
It possibly invalidates such taxes as the 
employer’s tax which has been levied in 
four places. This tax is levied on the 
employer for the privilege of having 
employees, being based on the average 
number employed during the year. 
The restriction also affects business 
license and gross receipts taxes on manu- 
facturers although to what extent, it is 
difficult to ascertain. 

Taxation of personal property sub- 
ject to the 4-mill county personal 
property tax or specifically exempt 
from the county personal property tax 
is prohibited except in the City of 
Pittsburgh. In effect, this eliminates 
taxes on intangible personal property 
outside of Pittsburgh for those units 
Operating under Act 481. Actually, 
only five subdivisions besides Pittsburgh 
have levied such taxes. 

The dollar volume of business de- 
rived by retailers and wholesalers from 
the sale of trade-ins may no longer be 
taxed except to the extent that the re- 
sale price exceeds the trade-in allow- 
ance. This provision was sought mainly 
by used-car dealers who pointed out 
that they were being taxed doubly in 
some places under existing ordinances. 


Over-all Limitation 


A definite over-all limitation on the 
amount of taxes which may be collected 


under Act 481 is placed in the act, 
The amount of taxes collected in munig. 
ipalities may not exceed the amount 
which a 10-mill property tax woul 
produce; in school districts the limit 5 
the amount which a 15-mill property 
tax would produce. This replaces 4 
previously indefinite over-all limitation 
equal to the maximum millage allowed 
by law. In the case of second and 
third-class school districts there is no 
set maximum millage. In the case of 
cities, boroughs, and first-class town 
ships the maximum millage is beclouded 
by the great number of special levies 
which may be made. 

Where the new limit is exceeded, a 
political subdivision must reduce the 
rates of the taxes—presumably only a 
continuously collected tax such as an 
amusement tax or an income tax cok 
lected by employer withholding. k 
must place any excess moneys received 
into a special fund to be spent in the 
succeeding year and applied against the 
over-all limitation in that year. 


Rate Limitations on Specific Taxes 


Rate limitations are placed on specific 
taxes—the ones which have been the 
most lucrative for the political sub- 
divisions. When contiguous school dis 
tricts and municipalities levy the same 
tax, the combined rates must still not 
exceed the maximum rate set for one 
political subdivision. Where the two 
contiguous units cannot agree on what 
proportion each is to receive from the 
same tax, the rate at which each sub- 
division levies the tax becomes one-half 
of the maximum rate. 

The maximum rates are as follows: 

1. Per capita taxes—$10. Only 
three subdivisions have currently beet 
levying per capita taxes at a rate greatet 
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than $10. School districts are also per- 
mitted to levy a $5 per capita tax un- 
der the School Code and third-class 
cities, $§ under the Third Class City 


Code. 

2. Mercantile taxes (gross receipts) 
—1.§ mills on retailers and 1 mill on 
wholesalers, except in the City of Pitts- 
burgh where the limit is 2 mills on re- 
tailers and 1 mill on wholesalers. 
Eleven subdivisions have exceeded this 
rate on retailers and five subdivisions 
the rate on wholesalers. 


3. Wages, salaries, commissions and 
other earned income—1 per cent. The 
rate limitation has been exceeded in 
seven subdivisions in the Scranton area, 
where the combined rates of the munic- 
ipality and school district exceed 1 per 
cent. No limit is set on the rate at 
which unearned income may be taxed, 
but this has generally not been taxed 
by subdivisions. 


4. Retail sales—2 per cent. No re- 
tail sales taxes have yet been levied. 


§. Sales involving the transfer of 
title of real property—1 per cent. This 
unusual tax, based on the amount of 
the sales price of homes and other real 
property, has been levied particularly 
in the Philadelphia suburban area. 
Only one subdivision has a rate greater 
than 1 per cent. 


6. Amusement taxes—10 per cent. 
In five subdivisions there is a 10 per 
cent tax on the regular admission price 
plus a 20 to 25 per cent tax on the 
amount over the established price. This 
surcharge tax will have to be discon- 
tinued. In only three other places did 
the rate exceed 10 per cent. 


7. Other taxes. Any other taxes 
which have not been specifically for- 
bidden may be levied at any rate, but 
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taxpayers may still appeal to the court 
to determine whether a tax is excessive 
or unreasonable. 


Other Changes 


Some other changes of a minor nature 
were made in Act 481. Joint agree- 
ments are permitted for the collection 
of taxes. These have already been used 
to a considerable extent in the collection 
of income taxes where a number of 
units in the same area levy the tax. 

Ordinances must now be filed within 
fifteen days after becoming effective 
with the Bureau of Municipal Affairs 
in the State Department of Internal 
Affairs. This Bureau has taken respon- 
sibility over the past two years for col- 
lecting copies of the ordinances. 

A further power was given to the 
local courts in determining the exces- 
siveness or unreasonableness of a tax. 
Under the original act the court could 
declare a tax ordinance invalid. Now 
it may reduce the rates of the tax if it 
does not find cause for declaring a tax 
ordinance invalid. 

A political subdivision must now in- 
clude in the advertisement of intention 
to adopt an ordinance the reason for 
levying the tax and an estimate of the 
revenues to be derived from the tax. 


CONCLUSION 


Act 481 has now taken a definite 
place in Pennsylvania in the field of 
local finance. The cries for more State 
aid have greatly diminished. Positive 
benefits have accrued from the act in 
the form of municipal improvements 
and greater interest by citizens in what 
their communities are doing or are not 
doing for them. The inequities and 
abuses in taxation which occurred have 
largely been removed through the 
passage of Act 246. 








ELECTRIC RATES AND TAX BURDENS IN PENNSYLVANIA AND 
NEW YORK 


JESSE BURKHEAD and DONALD C. STEELE * 


PPORTUNITIES for the empirical in- 

vestigation of the incidence of taxation 
are relatively limited. Taxes are usually 
not imposed and repealed under market 
conditions which permit accurate quantifi- 
cation. Too often the investigator is un- 
able to isolate the variables which control 
the results. The customary limitations, 
however, do not apply with the same force 
to the incidence of electric utility taxes in 
the several states. Statistics published by 
and available from the Federal Power Com- 
mission reveal the comparative levels of 
rates and taxes in the several states. Data 
are available, not for one market situation 
alone, but for a period of years. The prod- 
uct (electric energy) is relatively homo- 
geneous. 

The starting point of this investigation 
of the incidence of electric utility taxes is 
that state and local taxes, measured in 
terms of operating revenues, are substan- 
tially lower in Pennsylvania than in New 
York. This is shown in Table 1. Given 
this fact, the question is: Are the “ tax 
savings” in Pennsylvania passed on to 
utility consumers? 

As is shown in Table 2, electric rates are 
higher in New York than in Pennsylvania, 
when rates are measured in terms of revenue 
per thousand kilowatt hours. Electric rates 
are lower in Pennsylvania; State and local 
taxes are also lower. Is the tax differential 
fully reflected in lower electric rates? 


* Mr Burkhead is assistant professor of economics 
at Syracuse University; Mr. Steele is a member of 
the staff of the Pennsylvania Joint State Govern- 
ment Commission. The authors are indebted to 
Dr. Paul H. Wueller of the Pennsylvania Joint State 
Government Commission for suggesting the formula- 
tion of this problem. The opinions expressed here 
are, however, wholly those of the authors. 


TABLE 1 


State AND Locat Exectric Urmiry TAxes 
Per Cent of OPERATING REVENUES, 
PENNSYLVANIA AND New York, 

















1945-1947 
Year Pennsylvania New York 
eee 3.56% 11.01% 
Sey 3.61 10.72 
eae 3.46 10.64 
Source: Correspondence with Federal Power 

Commission. 
TABLE 2 


Evectric REVENUES AND EXPENSES PER THOU- 
SAND K.W.H., PENNSYLVANIA AND 








State and Item 








19452 1946> 19478 
Pennsylvania 
Operating revenues $14.56 $15.25 $15.16 
Operating expenses 6.96 7.94 831 
Depreciation ..... 1.28 1.34 134 
Federal taxes ..... 2.04 1.65 138 
State & local taxes 52 55 5 
New York 
Operating revenues 2246 2215 219 
Operating expenses 10.69 1087 118 
Depreciation ..... 2.48 2.29 2.07 
Federal taxes ..... 1.92 2.25 13 
State & local taxes 2.47 2.37 234 





Source: Computed from Federal Power Com- 
mission, Statistics of Electric Utilitie 
in the United States, and data 
from correspondence with the Federal 
Power Commission. 

®Sample for 1945 includes 10 utilities which 
served 80 per cent of Pennsylvania customers 
and 12 utilities which served 95 per cent of 

New York customers. 

bSample for 1946 includes 8 utilities whieh 
served 78 per cent of Pennsylvania customers 
and 10 utilities which served 93 per cent of 

New York customers. 

¢Sample for 1947 includes 10 utilities which 
served 80 per cent of Pennsylvania customer 
and 12 utilities which served 96 per cent 

New York customers. 
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It is necessary to determine whether there 
are differences in costs other than state and 
local taxes which would explain the differ- 
ences in rates. Adequate cost comparisons 
for utilities operating in Pennsylvania and 
New York can be made by ‘translating each 
cost component into dollars per thousand 
kilowatt-hours. These computations are 
shown in Table 2. Differences in costs are 


shown in Table 3. 


TABLE 3 


Excess or New York E.ectric REVENUES AND 
EXPENSES OVER PENNSYLVANIA, COMPARED 
WITH DIFFERENCE IN STATE AND 
Loca, Taxes, 1945-1947 


(Per thousand K.W.H.) 








1945 1946 








Item 1947 
Operating revenues ...... $7.90 $6.90 $6.81 
Operating expenses ...... 3.73 293. 337 
Depreciation ............ 1.20 95 73 
Federal taxes ............ —.12"% 60 15 

Net excess of expenses 

deducted from. excess of 

operating revenues ..... $3.09 $2.42 $2.56 
Difference in state and 

MD cosccvseten’s $1.95 $182 $182 





Source: Derived from Table 2. 
a Excess, Pennsylvania. 


From Table 3 it will be observed that in 
1945 the difference in rates between Penn- 
sylvania and New York was $7.90 per 
thousand kw-h. Differences in operating 
expenses, depreciation, and Federal taxes ac- 
count for $4.81 of the rate differential. 
This leaves $3.09 per thousand kw-h to be 
explained by other factors. The state and 
local tax differential accounts for $1.95 of 
this amount. In 1946 the rate differential 
was $6.90 per thousand kw-h. Cost differ- 
ences accounted for $4.48, leaving $2.42 
to be accounted for by state and local taxes 
and other factors. In this year the state 
and local tax differential will explain $1.82 
of this net differential. In 1947 the rate 
differential was $6.81, with the cost differ- 
entials amounting to $4.25 per thousand 
kw-h. The net differential is $2.56, of 
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which the difference in state and local taxes 
accounts for $1.82. 

This evidence suggests that New York 
electric utility consumers bear the burden 
of the higher level of New York State and 
local utility taxes, and similarly, that Penn- 
sylvania consumers benefit from the lower 
level of State and local utility taxes prevail- 
ing in that State. It should be noted that 
if the data were to reveal that the utilities, 
not the consumers, paid the higher level of 
state and local taxes, it would have been 
necessary for the net revenue differential 
between New York and Pennsylvania to be 
less than the state and local tax differential 
in the two states. In none of the three 
years examined was this the case. 

Under the systems of electric rate regu- 
lation prevailing in Pennsylvania and New 
York, state and local taxes are, of course, 
expenses which should be reflected in rates 
approved by the regulatory commissions. 
It would appear from the data that the 
utilities in New York State have been rea- 
sonably successful in securing rates adequate 
to reflect the higher level of state and local 
taxes. It cannot, of course, be concluded 
that this will continue to be the case. A 
further increase in state and local taxes 
might not be reflected immediately in higher 
rates. Lags in the regulatory process may 
mean that increases in state and local taxes 
effectively burden the utility and its owners 
rather than the utility customers. 

It should be cautioned that the foregoing 
analysis, with its presumption that state 
and local electric utility taxes are shifted 
forward, does not allow for the case of 
interrelated cause and effect between rates 
and taxes. It is at least conceivable that 
under certain circumstances a higher level 
of utility taxes leading to higher rates will 
restrict the demand for electric energy, re- 
strict output, and raise costs per unit of 
output. 

The foregoing qualifications, however, do 
not alter the nature of the presumption 
established by the data—that in Pennsyl- 
vania and New York electric utility taxes 
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are shifted forward to utility customers. 
It does not follow from this presumption 
that states should not tax electric utility 
enterprise. Utility ratepayers have differ- 
ent income characteristics than “ general 
taxpayers.” About 34 per cent of electric 
operating revenue is derived from sales to 
residential consumers. Examination of 
budget data reveals that family expenditures 
for electric energy are roughly proportional 
to income through a significant portion of 
the income range.! Therefore, even if 
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electric utility taxes are fully shifted to the 
consumer, that portion of the tax borne by 
residential users will not increase the re 
gressivity of a state’s tax structure. There 
is, of course, no simple way of tracing in 
terms of family income the ultimate in. 
cidence of the portion of utility taxes paid 
by commercial and industrial users of elec. 
tric energy. 


1 National Resources Planning Board, Family Ex 
penditures in the United States (Washington, 1941), 
p. 53. 


CHAIN STORE TAXES AS REVENUE MEASURES 


LYLE E. CRAINE * 


ORE than half of the American states 

at one time or another have had some 
kind of chain store tax as a part of their 
tax system. Today nineteen of the states 
impose a special tax upon chain store oper- 
ations.! Although the original purpose of 
chain store taxes was regulation, the statutes 
imposing these taxes have usually avoided 
declaring regulation as the legislative in- 
tent. Moreover, not only have the states 
come to look upon this tax as a source of 
revenue, but most of the chain store tax 
statutes have been interpreted by the courts 
as revenue measures. It is the purpose of 
this paper to examine the equity of existing 
forms of chain store taxes as revenue 
measures. 


* The author was formerly a member of the staff 
of the Institute of Public Administration of New 
York. The analysis of sample chain store companies 
in Tennessee was made possible by his recent partici- 
pation in a study of the Tennessee tax system made 
for the Tennessee Tax Revision Commission by the 
Institute of Public Administration. 


1The Census Bureau lists the following as col- 
lecting chain store taxes in 1948: Alabama, Colorado, 
Delaware, Florida, Georgia, Idaho, Indiana, lowa, 
Louisiana, Maryland, Michigan, Mississippi, Montana, 
North Carolina, South Carolina, South Dakota, 
Tennessee, Texas, and West Virginia. 


Three distinct types of taxes are levied 
upon multiple-store operations. Perhaps 
the most used and most often approved by 
the courts is the graduated store tax in 
which the tax is based upon the number of 
stores operated in the state. A second type, 
a refinement of the first, sets the tax rate 
per store on the basis of the total number 
of stores in the chain, whether in the state 
or not, and then applies this rate to the 
stores operated within the state. This type, 
now used by a few of the states, discrimi- 
nates against national chains as contrasted 
to local chains, but was upheld by the U. §. 
Supreme Court in 1937 in a Louisiana case? 
The third type of chain store tax levy is 
used by only one state—Tennessee. This 
tax levies a flat rate per square foot of store 
floor area, which is defined by the law to 
exclude that area used for storage, offices, 
etc. and to which customers are not normal- 
ly admitted. The method of tax measure 
ment provided by this statute has nevet 
been challenged in the courts. 


Method of Analysis 
The wide variety of methods and rates 


2 Great Atlantic and Pacific Tea Co. v. Grosjean, 
301 U.S. 412. 
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used by the several states for the taxation 
of chain stores makes generalizations danger- 
ous and direct comparisons meaningless. 
In order, therefore, to have some sound 
basis for comparing the burden of chain 
store taxes between states and between indi- 
vidual chains, fourteen chain store companies 
operating and paying taxes in Tennessee in 
1947 have been selected for case study. 
This sample accounts for approximately 
42 per cent of the total chain store taxes 
paid to the State of Tennessee in the fiscal 
year 1947. Among the fourteen chain 
store companies, some are big and some are 
small; some are domestic and some are for- 
eign; some operate grocery stores; some, 
variety stores; some, general merchandise 
and department stores; and some, drug 
stores. The chain store tax provisions of 
six representative states have been applied 
to the conditions under which these 
fourteen companies operate in Tennessee. 
Tennessee is important as one state for com- 
parison because it is the only state using 
floor area as a basis for measuring the tax. 
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Alabama, North Carolina, and Texas are 
chosen because they represent different 
rate levels among those states employing the 
graduated store tax in which the rate per 
store is based upon the number of stores 
within the state. Louisiana and Florida are 
chosen to represent two states imposing the 
graduated store tax in which the rate per 
store is determined by the total number of 
stores in the chain, whether within the state 
or not. The taxes that would have been 
paid on their Tennessee operations by the 
sample companies under the laws of each of 
the selected states are then examined in 
relation to the net income reported by these 
companies in 1946 as allocable to their 
Tennessee operations under the corporation 
franchise and excise (income) tax laws of 
that State. 


Tax Burden Related to Net Income 


In Table 1 the provisions of the chain 
store tax laws of the six selected states 
have been applied to these fourteen chain 
store companies and the conditions under 


TABLE 1 


Cuan Store Taxes or Srx Setecrep States AppPiiep To 14 CHArIn Store Companies 
IN TENNESSEE IN 1947 




















Company ® Tenn. > Ala. ¢ N.C.¢ Texas¢ La.4 Fla. 4 

EE ee ere $ 4,197 $ 174 $ 630 $ 338 $5500 $ 4,000 

Mn ak. isnt nbs cskaten ee Gee 2.214 859 630 338 3,000 4,000 
Ae ae rs cy 3,795 672 1,700 2,094 11.550 8,400 

Os g6as WARNS s occas 3,168 672 1,700 2,094 11,550 8,400 

De iis Ld 6 6 on kialins nae hee 2,517 110 365 187 3,850 2,800 

is a tencel see Me 5,385 3,271 5,375 10,105 24,200 17.600 

i soak ad 60k dns.» aan 4,005 5,870 9,800 25,866 1,675 26,800 

a EE Ae ee Eee 1,395 133 450 237 2,000 3,200 
id kere cs Whee Rinle 925 4,288 7,000 15,350 1,325 21,200 

Dt dns in ksindiinehs Seen 815 3,384 5,550 10,605 900 13,500 
thins sis Ribiedaiedaeiiad 261 48 195 60 2,200 200 

DRESS vias os cadhs «saben 2,040 785 1,840 2,344 330 4,400 

| EES eet ee 519 133 450 237 80 800 
Tt in ck clea 51 33 130 33 30 150 
Total tax of sample companies . $34,287 $20,432 $35,815 $69,888 $68,190 $115,450 





* Ranked in order of net income allocable to Tennessee. 
> Tax based on a flat rate per square foot of store floor area. 
©Graduated store tax in which the rate is based upon the number of stores operated in the 


state 


a Graduated store tax in which the rate is based upon the total number of stores in the chain. 


whether in the state or not. 
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which they operate in Tennessee. To 
facilitate analysis, the companies are listed 
in order of their net income in Tennessee. 
The inequality with which the tax falls 
upon the same chains under the laws of 
different states is perhaps the most striking 
feature of this table. Under the taxes of 
Alabama, North Carolina, and Texas, 
where the tax is based upon the number of 
stores in the state, it is notable that the 
five companies in the highest net-income 
group of the sample, in general, make up 
a median group so far as taxes are con- 
cerned in these states, while the group with 
the highest taxes falls in the middle of the 
net-income group. This, of course, indi- 
cates that the chains with a larger number 
of stores do not necessarily realize the 
higher net income. Although in a general 
way the same characteristic is noted for the 
states employing the graduated chain store 
tax in which the tax rate is based upon the 
total number of stores in the chain, the 
analysis for Louisiana and Florida shows 
some wide deviations from the pattern 
under the other systems. For example, 
companies 3 and 4, because each is a 
large nationwide chain, would carry a 
much heavier burden proportionately in 
these states than they would under either 
of the other chain store tax systems. On 
the other hand, company 7, a large domestic 
chain, gets off relatively easy under the 
Louisiana tax, but, in Florida it would 
carry the highest tax of any store in the 
sample or in any of the states compared.® 
Under the Tennessee system, there are 
fewer fluctuations in the tax burden from 
chain to chain than under either of the 
other two systems, and, although the cor- 
relation between the tax and the net in- 


3 Wide variations in the effect of applying the 
Louisiana tax, as compared to the Florida tax, re- 
sult from the difference in the tax brackets. 
Florida has only seven different brackets so set that 
any company with more than fifty stores pays $400 
per store. Louisiana has sixteen brackets moderately 
graduated to 500 stores, over which the tax is 
$550 per store. 
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come pattern is low, nevertheless, there is 4 
tendency for those companies with th 
higher taxes to fall in the upper half of 
the sample when ranked according to in 
come. However, even in Tennessee, the 
extent and distribution of the burden of 
the chain store tax in terms of net income 
vary widely. There are three companies 
in which the taxes amount to 0.3 per cent 
or less of the net income, while in only two 
companies does the tax amount to more 
than 2 per cent of the net income. Both 
companies in which the chain store tax in 
Tennessee constitutes a high percentage of 
their income in the State, fall in the lower 
half of the sample when ranked according 
to net income. The company with the 
largest income in the State pays the smallest 
percentage of its income in chain store 
taxes, while none of the companies among 
the first five in income ranking pays over 
0.8 per cent of #ts income in chain store 
taxes. Clearly then, even in the Tennessee 
system, where there is a tendency for the 
group with the higher income to pay the 
higher tax, there are gross inequities in in- 
dividual cases. 


Tax Burden Type of Chain Store 


Likewise of interest is the distribution of 
the burden of the chain store taxes of the 
six selected states among the various kinds 
of companies and between the foreign and 
domestic chains. Table 2 compares the 
percentage of net income that would be 
paid in chain store taxes by the grocery 
store tompanies, the variety store com- 
panies, and the general merchandise store 
companies of the fourteen sample chains 
under the laws of the six selected states. 

Perhaps the most significant fact brought 
out by Table 2 is the contrast between the 
heavy load, in terms of ratio of tax to ne 
income, carried by the grocery chains under 
all systems and the light load carried by the 
general merchandise group. There is les 
discrimination under the Tennessee system 
than under the laws of the other states. 
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TABLE 2 


CoMPARISON OF BurDEN or CHAIN Store TAXES 
or Srx SeLectep States Upon DIFrerENT 
Types og CHAINS 


(As percentage of net income allocable to 
Tennessee, 1947. Based on sample 
of fourteen companies.) 











: Merchant- 
Grocery Variety : 

StateLaw Chains Chains qycine 

Tennessee .... 1.56% 0.67% 0.27% 

Alabama ..... 1.85 0.18 0.03 
North Carolina 3.05 0.36 0.08 
ree 681 0.38 0.07 
Louisiana .... 3.10 1.22 0.06 


Florida ....... 8.71 1.49 0.04 
aIncludes one drug chain. 


The taxes of Tennessee and North Carolina, 
for example, would total about the same 
amount on the fourteen companies as a 
group, but North Carolina’s tax would 
take 3 per cent of net income from the 
grocery chains, while Tennessee’s tax would 
take only 1.6 per cent. While North 
Carolina would take only 0.08 per cent of 
the net income from the general merchan- 
dise chains, Tennessee would take nearly 
0.3 per cent. The high rates in Texas and 
Florida exaggerate this inequity between 
types of chains to the point where the tax 
extracts an exorbitant percentage of the net 
income of the grocery chains while taking 
but a very small proportion of the net in- 
come from the general merchandise group. 
In Table 3 the foreign and domestic 
chain store companies of the sample are 
compared in terms of the percentage of 
their net income which would be taken by 
the chain store taxes of each of the six 
states. From this table it is clear that, 
except for Louisiana, the chain store tax of 
all states under study falls more heavily 
upon domestic chain store companies than 
upon foreign companies when measured as 
a percentage of the company’s net income 
in the state. The high rates in Texas and 
Florida again exaggerate this inequity. Of 
the two states whose systems are designed 
to discriminate against the nationwide 


chains, only Louisiana’s bracket system is 
so set as to achieve this discrimination in 
the case of the chains under study. 


Conclusion 


Although chain store taxes were origi- 
nally introduced into state tax systems for 
the purpose of regulating or restricting the 
expansion of chain store operations, they 
have come to be considered revenue meas- 
ures, both by tax administrators and by the 
courts. As such, they are both inadequate 
and inequitable. Moreover, it is question- 
able whether the chain store tax has suc- 
ceeded in its regulatory purpose. The 
failure of the chain store tax to restrict the 
development and expansion of chain store 
merchandising in rural, as well as in urban, 
communities is a fact to which any house- 
wife can attest. 

From this study of the chain store taxes 
in six selected states, it would appear that 
merely raising existing rates in order to 
increase revenues, or to increase the re- 
strictive effect of the tax, would only in- 
crease the inequities. In many cases such 


TABLE 3 


CoMPARISON OF BuRDEN oF CHAIN Store TAXEs 
or Srx Setecrep States Upon Foreicn 
AND Domestic CoMPANIES 


(As percentage of net income allocable to 
Tennessee, 1947. Based on sample 
of fourteen companies.) 





Se GY SEER 











Foreign Domestic 
State Law Companies Companies 
Tennessee ....... 0.41% 1.60% 
RIGO. 5. «cons «- 0.11 2.05 
North Carolina .. 0.20 3.50 
POMOR 26 Kaisa 0.28 7.68 
Louisiana ........ 1.14 061 
WEES éedecaucs 0.87 9.43 





inequities might be fatal to local multiple- 
store operators, while having relatively little 
effect on the large chains against which a 
restrictive policy is supposedly directed. 
Clearly, the purpose and methods of levy- 
ing special taxes upon chain store oper- 
ations deserve careful reconsideration by the 
states. 
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FEDERAL BUDGET ON PERFORMANCE BASIS 


HE BUDGET of the United States 

Government for the fiscal year 1951 
will be presented on a “ performance ”’ basis, 
according to an announcement by Mr. Frank 
Pace, Jr., Director of the United States 
Bureau of the Budget, dated August 4, 
1949,! 

This type of budget was recommended by 
the Hoover Commission on Organization of 
the Executive Branch of the Government 
in a report issued in February, 1949. The 
Commission stated, “ The whole budgetary 
concept of the Federal Government should 
be refashioned by the adoption of a budget 
based upon functions, activities, and proj- 
ects; this we designate as ‘ performance’ 
budgeting.” * 

Performance budgeting involves two 
major changes in traditional procedure: (1) 
The costs of a particular operation are 
shown as an identifiable program under one 
appropriation title; (2) a distinction is 
made between current expenditures and 
capital outlays. Under the old practice, a 
particular program might receive many ap- 
fropriations under separate titles. No clear 
statement was made of what services were 
being performed, or what the costs of given 
programs might be. The objective of the 
performance budget will be to show clearly 
what projects are to be undertaken and 
what they will cost. Details which clutter 
up and obscure the meaning of present ap- 
propriation requests will be provided in 
statements supplementary to the main pro- 
gram statements. The separation of current 
and capital items will be intended to facili- 
tate appraisal of current requests in the light 


1U. §. Bureau of the Budget release, August 4, 
1949; New York Times, August 4, 1949. 


2A Report to the Congress by the Commission 
on the Organization of the Executive Branch of the 
Government; Budgeting and Accounting (Washing- 
ton: U. S. Government Printing Office, 1949), 
pp. 7-8. 


of total previous expenditures on particular 
projects and cost commitments already 
authorized.* 

Advantages of performance budgeting 
cited by the Hoover Commission include 
the following: (1) “ Performance budget. 
ing gives more comprehensive and reliable 
information to the President, the Congress, 
and the general public”; (2) it “ helps the 
individual Congressman to understand what 
the Government is doing, how much it is 
doing, and what the costs are”; (3) it 
will “improve Congressional examination of 
budgetary requirements,” and “enable the 
Appropriations Committees more easily to 
decide the basic expenditure issue each 
year”; (4) it will “make it possible for 
the Budget document to be submitted and 
acted upon in a shorter length of time”; 
(5) it will “enable administrators to place 
responsibility upon subordinate officials for 
the clear execution of the provisions made 
by the Congress.” 

In the announcement of the Bureau of 
the Budget, it is stated that textual state 
ments on program and performance will be 
included in the 1951 budget as recom- 
mended in the Hoover report. The new 
budget will also contain a breakdown of 
over 90 per cent of the proposed expendi- 
tures into activities schedules showing pro- 
grams and costs. The long lists of civilian 
positions will be eliminated from the budget 
document; the appropriations committees 
will obtain from the agencies personnel data 
adapted to committee needs. Current ex 
pense and major capital outlays will be sepa 
rated. The budget will show in separate 
accounts the moneys disbursed as grants, 
subsidies, and contributions. The cash basis 
of accounting will be retained, although 4 
few schedules will give some information 
on an accrual basis. 


3 Ibid., p. 15. 


284 








rticular 
already 


d geting 
include 
budget. 
reliable 
ongress, 
elps the 
d what 
ch it is 
(3) it 
ition of 
ble the 
isily to 
e each 
ble for 
ed and 
time ”; 
o place 
als for 
s made 


eau of 
| state- 
will be 
recom- 
1e new 
wn of 
xpendi- 
1g pro- 
civilian 
budget 
mittees 
el data 
nt ex- 
e separ 
eparate 
grants, 
sh basis 
ough @ 


mation 





BOOK REVIEWS 





A Study of the Port of New York 
Authority. By Freperick L. Biro. 
New York: Dun and Bradstreet, Inc., 
1949. Pp. 191. $5.00. 


The irrational placing of state and local 
boundaries, the arbitrary limits on non- 
Federal taxing and borrowing powers, and 
the expansion of government into new 
activities some of which have been tra- 
ditionally commercial and industrial have 
led to experimentation with new govern- 
mental forms to overcome the obstacles to 
adequate and efficient public action. One 
of the oldest and most successful of the ex- 
periments is the New York Port Authority. 
Its area of operations is of a sufficient size, 
its bond selling powers large enough, and 
its freedom from political control and 
accountability sufficient to permit it to 
operate in a “ businesslike ” manner. 

The Authority commissioned Dun and 
Bradstreet to make a study of its operations, 
finance, and plans. The results of this 
study are attractively presented with photo- 
graphs, charts, tables, and textual com- 
ments by Frederick L. Bird. This volume 
adequately describes the financial operations 
of the agency. Its accomplishments and 
plans for vehicular crossings, waterfront 
development, motor truck and bus ter- 
minal, and airport development as well as its 
powers, jurisdiction, and management are 
discussed in detail. 

The emphasis of the report is on the 
financial operations of the Authority—its 
record of success with self-liquidating 
ventures, its wise handling of reserves, and 
the bond terms made to facilitate an 
economical sale of bonds. This emphasis on 
financial soundness restricts the usefulness 
of the report. It reads very much like a 

ure to promote the sale of the 
Authority’s bonds. Within this limited 
framework, the study is adequate. But one 
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may question the adequacy of this orien- 
tation in judging the efficiency of a govern- 
ment body. 

Many questions raised by analysts are left 
unanswered by the study. For example: 
(1) Has the Authority had sufficient powers 
to perform its original tasks? (It has failed 
in railroad terminal unification partially be- 
cause of its lack of power.) (2) Has it 
made the wisest choices in the location and 
types of projects it has constructed? What 
criteria did it use? (3) Are the projects 
consistent with each other and with other 
plans in the region? Do they form a plan 
for the region? (The authority has a high 
degree of administrative autonomy since 
state control is exercised loosely via the 
general terms of the incorporating laws, 
the appointment of the Commissioners, and 
a never-used veto power of the Governors.) 
(4) By what standards is it, a monopoly, to 
set rates? Since the Authority received 
monopoly rights for its facilities through- 
out the port region, its rate setting is similar 
to the taxing power of a government. In 
spite of a long history of government in- 
tervention to control monopolies, the two 
states, New York and New Jersey, 
covenanted with each other and with 
holders of New York Port Authority Air 
Terminal Bonds not to “diminish or im- 
pair the power of the Port Authority to es- 
tablish, levy, and collect landing fees, 
charges, rents, tolls or other fees” at the air 
terminals under the control of the Author- 
ity. Though this provision enhances the 
Authority’s ability to sell bonds, the estab- 
lishment of a set of rates (taxes) in the 
best interests of the community is not as- 


sured. (One-third of the revenues of the ° 


three airports is to be derived from con- 
sumer-type concessions and services.) 

This study and similar ones always bring 
to mind the same question. What should be 


the guiding operational principles for units 
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of the public economy? The standard of 
profitability is clearly inadequate since the 
monopoly powers of public facilities, the 
large scale of public enterprises with their 
consequent wide-spread repercussions on the 
area, and the responsibility of the govern- 
ment to operate according to a set of values 
touching all aspects of social life render the 
traditional profit index too limited a stan- 
dard. Bird makes no innovation in the 
methodology of analyzing a public enter- 
prise, but relies on the profitability measure 
together with a description of the finan- 
cial and service accomplishments of the 
Authority to evaluate its activities. 
JuLius MaRGOoLis 

University of Chicago 


Federal Tax Practice. Sixth edition. New 
York: Prentice-Hall, Inc., 1948. Pp. 71. 
$1.25. 


This booklet includes chapters on Sources 
and Working Tools, Tax Return Procedure, 
Tax Litigation, and Tax Briefs. It pro- 
vides a simple and practical introduction to 
the subjects covered, with references to 
sources of additional material. The publi- 
cation should be useful to students and in- 
structors, to lawyers who are not specialists 
in tax matters, and to others who wish an 
introduction to the complex field of Federal 
tax practice. 


International Tax Agreements. (Fiscal Di- 
vision, Department of Economic Affairs, 
United Nations, Fiscal Commission Docu- 
ment E/CN.8/30.) Lake Success: United 
Nations Publications, Sales Number 
1948.XVI.2., 1948. Pp. 461. Paper 
covers, $4.00; cloth bound, $5.00. 


This collection of 104 international tax 
agreements brings up to date the six volume 
Collection of International Tax Agreements 
and International Legal Provisions for the 
Prevention of Double Taxation and Fiscal 
Evasion which was published by the League 
of Nations from 1928 to 1936. The sub- 


‘ 
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ject matter of the agreements printed in the 
new volume includes provisions for inter. 
national administrative assistance and regu 
lations for taxation of income and property, 
estates and gifts, commercial and industrial 
businesses, motor vehicles, and air, rail, 
maritime, and transport enterprises. All 
signed agreements are reproduced, even if 
they are not in force at present. 

In addition the volume contains a cumu- 
lative index covering the agreements which 
appeared in the earlier Collection. 


Statistics of Income for 1944, Part 2, 
(Compiled from corporation income and 
declared value excess profits tax returns, 
corporation excess profits tax returns, 
and personal holding company returns.) 
U.S. Treasury Department, Bureau of 
Internal Revenue. Washington: Govern- 
ment Printing Office, 1949. Pp. vi+ 
518. $1.00 


This report presents data tabulated from 
the 446,796 Federal corporation income and 
declared value excess profits tax returns 
for 1944. Of these returns, 288,904 show 
net income of $27.1 billion, 123,563 show 
deficit of $0.8 billion, and 34,329 have no 
income data (inactive corporations). Data 
tabulated include income, deductions, assets, 
liabilities, exemptions, credits, Federal tax 
liability, and dividends paid—in the aggre 
gate and for various classifications of 
corporations and of income. 


Classifications used include: active and 
inactive corporations; returns with net im 
come and returns with no net income; states 
and territories; industrial divisions and 
groups; assets classes; type of tax liability; 
net income and deficit classes; consolidated 
returns; fiscal-year returns; and part-yeat 
returns. With respect to the tabulations by 
states and territories, the report warns that 
they “do not represent what may be called 
the geographic distribution of income” 
(p. 4). A corporation may file its tax re 
turn either in the collection district im 
which it has its principal place of business 
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or in the district in which it has its principal 
office or agency. 

The data were compiled from returns as 
filed, without regard to changes resulting 
from renegotiation of war contracts after 
the returns were filed. However, a special 
tabulation shows the results of renegotiation 
settlements recorded through July 31, 1947 
(pp. 23-39). 

The report includes the usual historical 
tables for the period since 1909 and synop- 
sis of Federal corporation income and profits 
tax laws. 


Our National Debt, Its History and Its 
Meaning Today. By the CoMMITTEE ON 
Pustic Desr Pouicy. New York: 
Harcourt, Brace and Co., Inc., 1949. 
Pp. xviii+182. $2.50 


The Committee on Public Debt Policy 
was organized early in 1946 under a grant 
from the Falk Foundation. The chairman 
was W. Randolph Burgess, of the National 


BOOK REVIEWS 


287 


City Bank of New York; the director of 
research, James J. O’Leary, of the Life In- 
surance Investment Research Committee. 
The twelve members of the committee also 
names a ten-man advisory group. 

The findings of the committee were pub- 
lished over a two-year period in seven 
pamphlets. The present volume collects 
these separate studies, with editing and the 
addition of some later material. The sub- 
jects treated and the writers primarily re- 
sponsible for the preparation of the pam- 
phlets are: Our National Debt after Great 
Wars, Leonard P. Ayres; the Debt and the 
Budget, Benjamin U. Ratchford; The Debt 
and the Banks, Roy L. Reiserson; The Debt 
and Interest Rates, James J. O’Leary; The 
Debt and Our Savings, Mrs. Eleanor S. 
Bagley, Stephen M. Foster, and James J. 
O’Leary; the Debt and Life Insurance, 
Sherwin C. Badger; and The Debt and the 
National Welfare, W. Randolph Burgess 
and George B. Roberts. The whole com- 
mittee, however, took responsibility for the 
conclusions of all of the separate studies. 





NTA NOTES 





FORTY-SECOND ANNUAL TAX CONFERENCE 


HE Forty-second Annual Tax Con- 

ference will be held in Boston on Sep- 
tember 19 to 22, 1949. The conference 
headquarters will be at the Hotel Statler. 
An interesting program has been arranged 
by a committee under the chairmanship of 
Mr. C. Emory Glander, Tax Commissioner 
of Ohio. Preliminary program announce- 
ments have been mailed to members. The 


Local Arrangements Committee, of which 
Mr. Henry F. Long, Massachusetts Com- 
missioner of Corporations and Taxation, is 
chairman, has planned an attractive enter- 
tainment program for delegates and their 
wives. 

The annual meeting of the National Tax 
Association will be held at the Statler on 
September 22 at 2:00 P.M. 





Mr. George Borts has been engaged as a 
part-time editorial assistant in the office of 
the Editor and Associate Editor. He 
succeeds Miss Ethel Levine, who served in 
that capacity from February to June, 1949. 


Miss Betty Roth, who was editorial assistant 
throughout 1948, is now a member of the 
staff of the Research Division of the Illinois 
Department of Finance. 
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NEW MEMBERS 


CALIFORNIA 
Mr. Joun A. KNaurt, Legislative Director 
California Manufacturers Assn. 
315 W. 9th St., Los Angeles 15 


Dr. Avice JoHN VANDERMEULEN 


Department of Economics 


Claremont Men’s College, Claremont 


DISTRICT OF COLUMBIA 


Mr. Haskett P. Warp, Economist 
National Security Resources Board 
Washington 20 


FLORIDA 
Mr. Water E. ELWeELyi 


Miami City Tax Assessor 
244 Court House, Miami 


ILLINOIS 


Mr. Lester Curry 
Alexis 


Mr. CuHarces F. Eccert, Tax Supervisor 
Butler Brothers 
426 W. Randolph Street, Chicago 80 


KENTUCKY 
Mr. Rosert V. Hocan, Accountant 
Hayswood Hospital, Maysville 
LOUISIANA 
Mr. R. E. Jacoss, Chairman 
Louisiana Tax Commission 
Capitol Annex, Baton Rouge 
MASSACHUSETTS 
Mr. Wir11aM F. Morrissey 
Member, Boston Board of Assessors 
301 City Hall, Boston 
MICHIGAN 
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